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A Note from the Editor 


The 1970s and 1980s saw the Asian developing eco^omies growing 
faster than the economies of any other region of the world. Previously 
marginal actors in the world arena, many of the Asian economies have now 
emerged as important players. However, their success has also tended to 
obscure the fact that Asia is still the largest reservoir of the poor. Accord- 
ing to one estimate, about 800 million people in Asia live in absolute 
poverty—defined as a state when an individual does not have adequate 
resources even to afford a minimum standard of living—and about 500 
million in an extreme form of absolute poverty. 

While poverty exists in both rural and urban areas, it is well known 
that the problem in developing Asia is predominantly one of rural poverty. 
Despite significant growth in agricultural production and employment over 
the past three decades, the magnitude of rural poverty continues to pose a 
major development challenge to many Asian developing economies, par- 
ticularly the low-income economies. The majority of the rural poor are 
marginal and landless farmers. In the absence of comprehensive land 
reforms and due to rapid population growth, the numbers of marginal end 
landless farmers have increased significantly. This has resulted in growing 
inequality in the distribution of rural assets and incomes and increasing - 
division and marginalization of landholdings. Furthermore, in recent 
years, with fluctuating commodity prices and the worsening terms of trade, 
many Asian developing economies have been adversely affected, especially 
in the agriculture sector. These appear to have led to some deterioration 
in the plight of the rural poor, especially the more vulnerable landless and 
assetless groups. 

This issue of the Asian Development Review focuses on rural poverty 
in Asian developing economies. It includes articles on seven countries, 
namely, Bangladesh, Indonesia, India, Republic of Korea, Philippines, Sri 
Lanka and Thailand. Obviously, these countries are at different stages of 
development and have achieved varying degrees of success in economic 
development and poverty alleviation. This wide diversity, it is hoped, will 
be useful in comparing and contrasting experiences as well as in deriving: 
pclicy lessons. The articles presented in this issue are based on contribu- 
tions to a larger forthcoming Bank-sponsored comparative study entitled 
Priority Issues and Policy Measures to Alleviate Rural Poverty. 
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Rural Poverty in Bangladesh: 
Trends and Determinants 


Mahabub Hossain and 
Binayak Sen* 


tudies on poverty in Bangladesh have focused on the measurement 
of the poverty level and trends based on income and nutrition 
deficiency.! Most studies agree that poverty is widespread, and 
that the poverty situation deteriorated alarmingly in the 1970s. 
There is, however, controversy about the poverty trend in the 1980s, and 
few studies have looked in depth into the determinants of poverty. 

The alleviation of poverty has been the main objective of successive 
development plans, and this was to be achieved through the acceleration 
of economic growth. Attention has been given to employment promotion 
through the choice of technology and the allocation of resources to relative- 
ly labor-intensive sectors and activities so that the benefits of growth would 
trickle down to the poor. Simultaneously, anti-poverty programs have been 
initiated to provide training and credit support to the landless so that they 
can engage in various income-generating activities. Recently, the Founda- 
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* Director General and Research Fellow, respectively, Bangladesh Institute of Development Studies. 
1. Mohiuddin Alamgir, A Case of Below Poverty Level Equilibrium Trap (Dhaka: Bangladesh Institute 
of Development Studies, 1978); Qazi Kholiquzzaman Ahmad and Mahabub Hossain, "An Evaluation of 
Selected Policies and Programmes for Alleviation of Rural Poverty in Bangladesh" (Dhaka: Bangladesh 
Institute of Development Studies, 1984, Mimeographed); M. Muqtada, "Poverty and Inequality: Trends 
and Causes", in Bangladesh-Selected Issues in Employment and Development, ed. Rizwanul Islam and 
M. Muqtada (New Delhi: International Labour Organisation/Asian Regional Team Employment Promo- 
tion, 1986); Iyanatul Islam and Habibullah Khan, "Income Inequality, Poverty and Socio-economic 
Development in Bangladesh: An Empirical Investigation", The Bangladesh Development Studies, vol. 14, 
no. 2 (1986), pp. 75-92; Atiq Rahman and Trina Haque, Poverty and Inequality in Bangladesh in the 
Eighties: An Analysis of Some Recent Evidence, Research Report, no. 91 (Dhaka: Bangladesh Institute of 
Development Studies, 1988); Azizur Rahman Khan and Mahabub Hossain, The Strategy of Development 
in Bangladesh (London: Macmillan, 1989). 

2. Rahman and Haque, op.cit.; Azizur Rahman Khan, "Poverty in Bangladesh: A Consequence of and a 
Constraint on Growth", The Bangladesh Development Studies, vol. 18, no. 3 (September 1990), pp. 19-34; 
Martin Ravallion, "The Challenging Arithmetic of Poverty in Bangladesh", The Bangladesh Development 
Studies, vol. 18, no. 3, (September 1990), pp. 35-54; Siddiqur Rahman Osmani, "Structural Change and 
Poverty in Bangladesh: The Case of a False Turning Point", The Bangladesh Development Studies, vol. 
18, no. 3 (September 1990), pp. 55-74; and Siddiqur Rahman Osmani, "Notes on Some Recent Estimates 
of Rural Poverty in Bangladesh", The Bangladesh Development Studies, vol. 18, no. 3 (September 1990), 
pp. 75-87. 
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tion for Rural Employment Support was established to mobilize and allo- 
cate resources for an anti-poverty program. 

This article reviews rural poverty, its extent and trends and analyzes 
its determinants on the basis of secondary information. First, it reviews 
poverty trends and quality-of-life indicators and presents a profile of the 
rural poor. It then analyzes the determinants of income and the level of 
poverty, reviews trends in factors affecting rural poverty and assesses the 
impact of recent changes in macroeconomic policies on the poor. Finally, 
some policy implications of the discussion are outlined. 


Trends in the Incidence of Poverty 


The Household Expenditure Surveys (HES) periodically conducted by 
the Bangladesh Bureau of Statistics (BBS) have been the main source of 
information for most of the studies on rural poverty. The latest published 
HES is for 1988/89. In 1987/88 and 1989/90 the Bangladesh Institute of 
Development Studies (BIDS) conducted a rural household survey in 62 
randomly selected villages throughout the country. À recent estimate of 
poverty based on household-level income data is available from these 
surveys. 

The HES data have limitations for intertemporal comparisons. The 
collection of information through memory recall, changes in the size of the 
sample, differences in the timing of the survey, changes in the method of 
collecting data and diversity in the method of imputing values for consumed 
items account for these limitations. Thus, in intertemporal analysis, one 
should be concerned more with the broad directions of poverty changes than 
with the explanations for the quantitative fluctuations in the magnitude of 
poverty. 

The most commonly used income measure of poverty in earlier studies 
had been the head-count ratio. This measure is highly sensitive to the 
concept of the "minimum consumption bundle" which provides balanced 
nutrition to the age-sex and occupational composition of the population.* 


3. A multistage random sampling method was used to select 1,245 sample households in the survey. In 
the first stage 62 unions were randomly selected from the list of unions in the country. Information was 
obtained for all villages in the selected union on the number of households, the size of landholding and 
literacy rates from the 1981 census reports. Villages which had landholdings and literacy rates similar 
to the unicn and having 100 to 250 households were selected in the second stage. A census of all households 
in the selected villages was conducted to collect information onJandownership, tenurial status and sources 
of income. The households were classified into eight groups on the basis ofinformation on landownership 
and tenurial status, and 20 households were drawn from each village using the proportionate random 
sampling technique. In a few villages the sample size was 21 due to a rounding error. 

4. The "minimum consumption bundle" estimated for an average Bangladeshi population contains 832 
grams (gm) of food consisting of 437 gm of cereals, 177 gm of tubers and vegetables, 40 gm of pulses, 58 
gm of milk, 48 gm of fish and 12 gm of meat. It corresponds to an average per capita daily intake of 2,112 
calories and 58 gm of protein. See Alamgir, op. cit., and Muqtada, op. cit. 
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It is also insensitive to changes in the absolute level of deprivation and 
changes in income distribution among the poor. 

The estimation of poverty trends is beset with the problems of income 
distribution in per capita or per household terms. Households with lower 
income but smaller family size may have a higher standard of living than 
households with higher income but larger family size. Estimates of poverty 
from income distribution based on household income may understate the 
incidence of poverty because higher income households usually have larger 
family size. Thus, depending on data used, estimates of poverty for the 
same year may vary. 

A review of the studies on rural poverty carried out over the last 
decade shows discrepancies among the head count estimates for the same 
year (see Table 1). Variations are attributed to differences in assumptions 
relating to the minimum calorie requirement for survival, items included 
in the minimum diet and the use of income distribution data based on 
household income rather than income per capita. The most significant 
source of discrepancy, however, is the choice of prices used to convert the 
normative minimum food consumption bundle into poverty lines. Most of 
the previous studies used urban retail prices for food items in the consump- 
tion bundle and then used a discount rate to obtain a rural retail price 
level. A movement in urban prices out of line with rural prices may 
generate unpredictable fluctuations in the poverty line which may result 
in conflicting trends in rural poverty. À more important problem in using 
prices from a source other than the HES relates to the treatment of generic 
items such as fish, meat, pulses and vegetables. A poor household may 
choose an inferior variety within the broad generic item to reduce the unit 
cost of calories in its food basket; thus, its implicit price for a generic item 
may be lower than that of a higher income household. The use of a standard 
price for a food item to represent the generic group fails to capture these 
realities. 

Given the limitations of previous estimates of rural poverty and the 
difficulties in interpreting poverty trends due to methodological variations, 


5. Nanak C. Kakwani, Income Inequality and Poverty: Methods of Estimation and Policy Implications 
(Oxford University Press, 1980). 

6. One study assumed that the cost of living in rural areas would be 20 per cent lower than in urban 
arzas. See Ahmad and Hossain, op. cit. Another study used prices for the rural low-income groups without 
mentioning how these prices were derived. In arriving at rural consumer prices, another study used urban 
re;ail prices and then deflated them by a margin of 10 per cent. See Rahman and Haque, op. cit. For 
de£ails, see Binayak Sen, "An Overview of the Studies on Rural Poverty", in The Face of Rural Poverty in 
Bengladesh: Trends and Insights, ed. O.H. Chowdhury, S. Hamid, M. Hossain, H.Z. Rahman and B. Sen 
(Dhaka: Bangladesh Institute of Development Studies, 1990). 


- 7, The normative consumption bundle specified the amount of food for broad generic items such as pulses, 


fish, vegetables, and so forth. The BBS publishes urban retail prices only for Rohu fish which is an 
expensive fish item. In deriving poverty line expenditure, the earlier studies on poverty used this price 
since prices for other fish items were not available. Similarly, costing for vegetables were carried out by 
using the prices of potato, and costing for pulses by the price of masur which is a pulse of superior quality. 
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the need for developing an alternative set of estimates was felt. Based on 
available HES data, this study estimated poverty indices using a standard 
methodology. A poverty line was computed by costing the normative mini- 
mum consumption bundle for the population to arrive at a per capita daily 
intake of 2,112 calories," and by adding to it a 30 per cent allowance for 


Year 


1973/74 
1976/77 
1977/78 
1978/79 
1981/82 
1983/84 
1985/86 


Table 1: Rural Poverty Measures: 
Head-Count Ratios in Various Studies 


Ahmad Islam Rahman 
and and and Official 
Hossain Khan Muqtada Haque Hossain Estimates 
(1984) (1986) (1986) (1988) . (1989) by BBS 
55.7 47.7 55.9 65.27 77.3 82.9 
61.1 62.3 68.2 
67.9 
68.7 š " "" 
79.12 77.8 73.8 
49.81 52.1 57.0 
47.08 49.9 51.0 


.. = not available, 


Note: Figures indicate percentage of rural population below the poverty line. 


Sources: 


Qazi Kholiquzzaman Ahmad and Mahabub Hossain, "An Evaluation of Selected Policies 
and Programmes for Alleviation of Rural Poverty in Bangladesh” (Dhaka: Bangladesh 
Institutee of Development Studies, 1984, Mimeographed); Iyanatul Islam and Habibullah 
Khan, "Income Inequality, Poverty and Socio-economic Development in Bangladesh: An 
Empirical Investigation", The Bangladesh Development Studies, vol. 14, no. 2 (1986), pp. 
75-92; M. Muqtada, "Poverty and Inequality: Trends and Causes", in Bangladesh-Selected 
Issues in Employment and Development, ed. Rizwanul Islam and M. Muqtada (New Delhi: 
International Labour Organisation/Asian Regional Team Employment Promotion, 1986), 
pp. 75-92; Atioq Rahman and Trina Haque, Poverty and Inequality in Bangladesh in the 
Eighties: An Analysis of Some Recent Evidence, Research Report, no. 91 (Dhaka: 
Bangladesh Institute of Development Studies, 1988); and Mahabub Hossain, "Recent 
Development Trends in the Rural Economy of Bangladesh", The Bangladesh Unnayan 
Samikhya, vol. 6 (Dhaka: Bangladesh Institute of Development Studies, 1989), pp. 1-23. 
"Official Estimates" are from the Bangladesh Bureau of Statistics, Report of the 
Bangladesh Household Expenditure Survey (Dhaka, various years). All estimates are 
based on HES data generated by the Bangladesh Bureau of Statistics. 


8. Muqtada, op. cit. 
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non-food basic needs." The main difference between this study and earlier 
studies is that the prices used for costing the minimum diet were derived 
from available HES data on the consumption of goods in quantities and 
values. 1° 

The estimates of the poverty line and the head-count ratios are shown in 
Table 2. For 1988/89 the poverty line was estimated at Taka (Tk) 4,340 (about 
$135), and it increased at a rate of 9.3 per cent per year during 1973-1989. 
Data on income distribution based on total household expenditure are avail- 
able from the HES. Head-count ratios showed poverty to have increased 
during 1973-1978, but showed improvement during 1978-1986. Poverty wor- 
sened since the mid-1980s due to the decline in agricultural and industrial 
growth resulting from the disastrous floods in 1985, 1987 and 1988. In 
1988/89, 43 per cent of rural households were below the poverty line. 

One study estimated the head-count ratio of poverty at 44 per cent in 
1963/64, the earliest estimate of poverty for Bangladesh. ! Thus, it appears 
that over the last 25 years, there has been little long-term improvement in 
the poverty situation, but there have been large fluctuations over time 
depending on the economic and environmental conditions. 

BBS estimates of rural moderate and hard-core poverty based on 
calorie intake showed improvement in the poverty situation in the 1980s. 
The incidence of moderate poverty declined from 62 to 48 per cent during 
1983—1989 (see Table 3). 

The head-count ratio is, however, insensitive to changes in income 
distribution among the poor and to the absolute level of income deprivation. 
The Foster-Greer-Thorbecke (FGT) measures of poverty do not have this 
characteristic. Estimates of these measures derived from the HES data are 
shown in Table 4. The trend of the FGT distributionally sensitive measure 
broadly corresponds to the trend of the head-count ratios. 


Living Standards. As distinct from the previous approach where a 
minimum consumption standard was used to distinguish the poor from the 
non-poor, rural households were asked to categorize themselves according 
to their perceptions of satisfaction of basic needs. In the BIDS survey, they 


9. Considerable discrepancy exists in the literature regarding the provision of non-food basic needs for 
estimating the poverty line (one study adds 15 per cent and other studies add 20 per cent to the cost of 
food items). A closer look at the HES data reveals that for an average household, the proportion of non-food 
basic needs in total expenditure steadily increased over time from 25 per cent in 1973/74 to 35 per cent 
in 1985/86. However, this includes the imputed value of owner-occupied housing. In view of this, this 
study considers 30 per cent of expenditure on food as a reasonable provision for non-food basic needs at 
the poverty level income. 

10. These estimates give substantially lower prices for fish, meat and pulses than those used by earlier 
Studies in estimating poverty lines; thus, estimates of poverty line expenditure and head-count ratio of 
poverty are lower compared with earlier studies. 

11. Khan used the Quarterly Economic Surveys of the Central Statistical Office of Pakistan. See Azizur 
Rahman Khan, "Poverty and Inequality in Rural Bangladesh", in Poverty and Landlessness in Rural Asia 
(Geneva: International Labour Organisation, 1977). 


6 Asian Development Review 


0'OF 


rer 


L'88 


SEY 


Ore’? 


68/8861 


'S25813€3g jo neoung ysope[sueg eu3 Aq pəptAo:d eyep Gay uo poseq ote səqeuriqsq :901N0g 


6°SE 8 65 € IG 4/09 8'oL Ue 
ELE € 9F | 6 8G 8 `ç9 F LL 6`8¿ 
6'8€ 8 GPF 0°09 = $ 

& LP 0 0S §°g9 E 

I04'€ 0S1'6 LOGS v90'c F68'I £89'I 
98/9861 F8/8861 68/1861 62/8561 82/LL6Í LL/9L6T1 


Apnjg 3uosoaq ou3 JO sojeuinsq :43419A0g [BANY ur puəzr, 


6°09 


ETL 


OST ‘T 


PL/SLGT 


:6 PGE L 


‘QIQETIVAG JOU = 


U01891JISSE|O 
əuroourT 


plouəsnoR 10g 


u01)6SUISSE O 
oeinjrpuedx'q 


p]oqosnop qəd 


, QODBOUISSE[O 
euroou] Byidey 19g 


U01189UISSS[O 
o1njrpuedx^q 
erden tag 


(25) oe y 3unoj)-peer 


(umuue rod Xr) 
euroou[ eurT A319^A0d 


Rural Poverty in Bangladesh: Trends and Determinants 7 


Table 3: BBS Estimates of Rural Moderate and 
Hard-core Poverty from Direct Calorie Intake Method 
(Percentage of Population) 


Year Absolute Poverty? Hard-core Poverty» 


1981/82 74 47 
1983/84 62 37 
1988/89 48 29 


a For 1981/82 and 1983/84, the data relate to the proportion of the population below the recom- 
mended daily per capita intake of 2,200 calories. The corresponding figure for 1988/89 is 2,122 
calories. 

b The data relate to the proportion of the population below the daily per capita calorie intake of 
1,800 calories. 


Sources: Azizur Rahman Khan and Mahabub Hossain, The Strategy of Development in Bangladesh 
(London: Macmillan, 1989); and Bangladesh Bureau of Statistics, Report on the Household 
Expenditure Survey 1988-89 (Dhaka, August 1991). 


were requested to choose from one of these categories of satisfaction: (1) 
chronic deficit; (ii) occasional deficit; (iii) self-sufficient; and (iv) surplus. 
In 1989 nearly 24 per cent of the households categorized themselves as 
chronic deficit, 50 per cent occasional deficit and 8.5 per cent surplus. 

Housing is a good indicator of a household's standard of living. The 
BIDS survey found that 9.2 per cent of the households lived in JAupri, a 
matchbox-type structure made of jute sticks, leaves and worn sacks (an 
indication of extreme economic distress in rural areas), 24 per cent in a 
single-room structure with mud walls and thatched roofs and about 42 per 
cent in houses with more than one room and with durable or semi-durable 
walls and roofs. The first two groups of households constitute the "hard- 
core poor" within the ranks of the absolute poor households. 

On clothing, health and sanitation facilities, the BIDS survey found 
that 17 per cent of the households did not even have the minimum clothing 
for adult members and 24 per cent did not have any winter clothing. Nearly 
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44 per cent did not have any toilet facility and 25 per cent had sanitary 
toilets. This, however, may suggest a lack of awareness of sanitation rather 
than an inadequate resource base. The households had widespread access 
to safe drinking water (nearly 87 per cent had access to tubewell water, a 
distinct improvement over the 53 per cent in the 1981 census). Only 13 per 
cent of the rural households reported receiving assistance from public 
health services and 27 per cent from private physicians. 


Profile of the Rural Poor. Since BBS does not publish household- 
level information, the 1989 BIDS survey has been used to determine the 
poor. Based on the data obtained from the survey, two categories of rural 
hcuseholds were identified: (1) the extremely poor households whose 
average income amounted to 60 per cent or less of the poverty line; and (ii) 
the moderately poor households whose average income was between 60 to 
160 per cent of the poverty line. These two categories were compared with 
the non-poor with respect to socioeconomic variables. 

According to the BIDS survey, nearly 55 per cent had inadequate 
income to meet the poverty line expenditure. This is higher than the head 
count ratios from the BBS household expenditure data. The discrepancy 
may be due to the under-reporting of income from expenditure-saving 
activities in homesteads using surplus family labor and drawing on ecologi- 
cal common property reserves. Based on consumption expenditure, the 
head-count ratio of 38 per cent is close to the BBS estimate.!^ Households 
with per capita income below the extreme poverty line accounted for 27 per 
cent of the population, and this group may be described as the hard-core 
pcor. 

The majority of poor households are landless. The poverty incidence 
is 78 per cent for households with no cultivated land and 71 per cent for 
those with less than 0.5 acre, compared with 9 per cent for households with 
more than 5 acres (see Table 5). Ninety per cent of the hard-core poor own 
less than 1.5 acres and 53 per cent have no cultivated land. This suggests 
that poverty afflicts mostly landless and marginal landowners since land 
remains an important income-earning asset in rural areas. 

In regard to tenurial groups, the incidence of extreme poverty (47 per 
cent) for landless, non-cultivator households is almost the same (44 per 
cent) as for tenant farmers who rent their holdings. Tenant farmers who 
own a large part of their holdings are as well off as the owner cultivators, 
and 15 to 17 per cent of the population belonging to these households are 
hard-core poor. Among various occupational groups, cultivator households 


12. The 1988/89 household expenditure survey of the BBS has estimated the poverty ratio at 48 per cent 
for rural areas and 44 per cent for urban areas. These are based on a calculation of poverty line expenditure 
by fitting graphs on thé relationship between the average calorie intake and average expenditure for 
various household groups. Based on HES data, by imputing costs of the normative minimum food 
consumption bundle, the authors estimate the poverty ratio at 48 per cent for rural areas in 1988/89. 
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Table 5: The Incidence of Poverty by 
Landownership and Land Tenure Groups, 1989/1990 


Extreme and Moderate 


Extreme Poverty Poverty 
Incidence Share of Incidence Share of 
Land of Poverty the Poor of Poverty the Poor 
Tenure Groups (%) (%) (%) (%) 
Landownership (acre) 
No cultivated land 47.0 53.0 78.3 43.9 
Up to 0.49 42.3 19.1 71.4 16.0 
0.5— 1.49 24.8 17.4 60.9 21.2 
1.5 — 2.49 11.8 4.5 44.5 9.1 
2.5 — 4.99 8.4 4.1 31.2 7.7 
5.0 and more 3.4 1.5 9.1 2.1 
Total 27.5 100.0 55.4 100.0 
Land Tenure 
Landless 
Non-cultivator 46.7 47.9 78.8 39.2 
Pure Tenant 44.0 13.1 787 11.7 
Tenant-owner 24.7 . 9.7 60.8 11.9 
Owner-tenant 16.5 6.6 38.4 7.6 
Owner-cultivator 14.9 22.6 39.3 29.6 
Total 27.5 100.0 55.4 100.0 


=—— a p@-—. . O lic tiga PE 


Note: Owner-tenant group includes farmers having less than 50 per cent of cultivated land under 
tenancy arrangement, while the tenant-cum-owner group includes those farmers whose 
more than 50 per cent of cultivated land fall under tenancy arrangement. 


Source: Calculated from primary data generated through the BIDS survey of 62 villages carried 
out in 1989/90. 


have the lowest incidence of poverty, followed by traders and households 
engaged in various services. Nearly three fourths of the hard-core poor are 
agricultural wage laborers, marginal farmers or transport and construction ' 
workers. 
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Information on socioeconomic characteristics of the poor and non-poor 
households and their access to resources is given in Table 6. The table 
shows that the poor not only have limited access to land but also are 
disadvantaged in regard to access to new agricultural technology. The 
proportion of area irrigated and land allocated to modern varieties of rice 
was about 33 per cent lower for the extremely poor households than the 
non-poor. There is not much difference between the poor and non-poor 
households in regard to access to land. 

The poor and non-poor households have different demographic char- 
acteristics. The extremely and moderately poor households have a larger 
number of children below ten years of age, fewer members in the income- 
earning age group and a higher child-woman ratio (an indicator of higher 
current fertility) than the non-poor. Thus, not only do the poor have lower 
income-earning capacities but also have to bear a heavier burden in human 
resource development, i.e., nutrition, health and education. In practice, 
however, the poor cannot afford to invest much in human resource develop- 
ment. Nearly 86 per cent of the adult members in the extremely poor 
households were illiterate, compared with 47 per cent in the non-poor 
households. The proportion of students of school age (6 to 15 years old) was 
53 per cent for males and 43 per cent for females for the extremely poor, 
compared with 70 per cent and 62 per cent, respectively, for the non-poor 
households. It is interesting to note, however, that the average age of 
household heads is almost similar above and below the poverty line. This 
suggests that the poor and the non-poor are not different in regard to health 
and longevity. 


Determinants of Income and the Level of Poverty 


The alleviation of poverty depends on the increase of the real income of 
the poor. The nominal income of the household consists of wages from employ- 
ment of family members and earnings from land and non-land assets. Real 
income is determined by nominal earnings and by the level of prices of 
commodities and services which the household would like to have in order to 
meet its basic needs. Macroeconomic policies which affect markets and prices 
contribute to the success or failure of poverty alleviation programs. 

Earnings from labor constitute the major portion of nominal earnings 
of the poor. Thus, the trend in employment and wages and employment 
policies are important determinants of poverty alleviation. Some income 
may also be earned from land, particularly from the homestead, and from 
the generation of self-employment in rural non-farm activities such as 
cottage industries and trade and transport services. Earnings from these 
secondary sources depend on land distribution and on investments in 
human resource development. 
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Table 6: Characteristics of Poor and Non-Poor Households, 1987/88 


Extremely Moderately 


Variables Poor Poor Non-Poor 
Land and New Technology 

Land Owned (acre) 1.02 1.14 2.15 
Land Cultivated (acre) 1.59 1.85 2.72 
Proportion of Area under Tenancy (%) 23.1 25.0 21.5 
Proportion of Area under Modern 

Variety Rice (%) 30.9 37.1 45.1 
Proportion of Area Irrigated (%) 24.2 26.1 35.1 


Demographic Characteristics 


Family Size 6.53 5.96 5.85 
Age of Household Head 42 41 43 

Per Cent of Family 
Children below age10 34.6 31.6 24.2 
Males above age 10 33.3 35.0 42.7 
Adult males (16 years and over) 24.1 26.8 33.4 
Child-Woman Ratio 78.7 69.2 56.9 

Education 


Proportion of Students in 
Age Group 6-15 (%) 


Male 52.8 63.0. 70.0 

Female 43.0 56.5 61.8 
Proportion of Illiterate 

Adult Members (%) 85.5 63.6 . 47.0 
Proportion of Literate Adult 

Members with Higher Education (%) 9.7 14.4 24.7 


^ 


Source: Mahabub Hossain et al., "Priority Issues in Rural Poverty Alleviation in Bangladesh" 
(Paper prepared for the Asian Development Bank Study on Priority Issues and Policy 
Measures to Alleviate Rural Poverty, Manila, 1991). 
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The findings of a regression model applied on the BIDS field survey 
data were used to study the determinants of rural income and the incomes 
of the poor (the extreme and the moderately poor considered together) and 
non-poor households and to draw implications for poverty alleviation 
policies (see Appendix). 

The results suggest the following: 


The size of land owned by the household is the most important 
determinant of rural income, but the elasticity of rural income is low 
in regard to landownership. A doubling of the size of landownership 
for an average rural household would increase income by 26 per cent. 
Land rented also increases income, but the increase is 60 per cent 
lower than that for land owned. The adoption of new technology 
contributes significantly to the increase of rural incomes. 


The contribution of labor to household incomes is high. The elasticity 
of income for workers is 0.46, suggesting that a 100 per cent increase 
in the number of earners would increase incomes by 46 per cent. The 
contribution of a female worker is about 60 per cent lower than that 
of an average male worker, implying that female workers are 
employed in lower productive activities and/or are paid lower than 
agricultural workers. 


Higher education contributes significantly to the increase of rural 
incomes. A household whose head completed secondary education 
has an income that is 37 per cent higher than that of a household 
whose head had no formal schooling. The effect of higher education 
on income is greater for households engaged in non-farm activities 
than for farm households. 


Household income for a village having access to electricity is about 
27 per cent higher than for a village with no electricity. The income 
of non-farm households with electricity increases at 33 per cent and 
for farm households at 23 per cent. Poor households in villages with 
electricity earn an income that is 14 per cent higher than their 
counterparts in villages with no electricity. The differential effect is 
17 per cent for non-poor households. A village with efficient transport 
facilities has income that is 11 per cent higher than a village with 
less developed transport network. The effect is 14 per cent for 
non-farm households and 10 per cent for farm households. These 
point to the beneficial effect of investment in rural infrastructure, 
particularly for generating employment opportunities in the non- 
farm sector. 
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° Landownership is a significant variable that affects the income of 
poor and non-poor households, but its effect is less for the poor. 
Income elasticity is 0.14 for poor households and 0.20 for the non- 
poor. Poor households depend more on tenancy to increase their 
incomes. The adoption of new agricultural technology increases in- 
come for both, groups of households, but the effect is greater for poor 
households than for the non-poor. 


* The number of workers significantly determines income for both 
groups of households, but the effect is greater for non-poor 
households than for the poor. Income elasticity in regard to labor is 
0.38 for poor and 0.49 for non-poor households. In poor households, 
the income of female workers is 52 per cent lower than the income of 
male workers; in non-poor households, the income of female workers 
is 44 per cent lower. In poor households, the income of workers 
engaged in non-agricultural activities is 13 per cent higher than that 
of an average worker; in non-poor households, the corresponding 
figure is 29 per cent. These suggest the significant role of non-farm 
activities in poverty alleviation. 


° The impact of education on income varies with the level of education. 
The impact of primary education is positive, but it is statistically 
significant at less than 10 per cent probability level only for poor 
households. In contrast, secondary education has significant positive 
effect on income only for non-poor households. For poor households, 
secondary education does not seem to have eny effect on income at 
all. A poor household whose head has completed secondary education 
earns 15 per cent more than one whose head has no formal schooling. 
The differential income is 30 per cent for non-poor households. These 
suggest that education is more effective 1n increasing income when 
combined with access to land and capital. 


Trends in Factors Affecting Rural Poverty 


Landownership and land productivity are significant factors affecting 
the income of the rural poor. Other factors include employment oppor- 
tunities in agriculture and access to non-farm employment and incomes. 
Employment in agriculture and the demand for non-farm goods and ser- 
vices depend on agricultural and overall economic growth. Profitability and 
real income of the poor depend not only on productivity of land and labor 
but also on the relative prices of inputs and outputs which in turn are 
influenced by macroeconomic policies. Poverty trends should be viewed 
within the context of the recent economic performance of the economy. 


Rural Poverty in Bangladesh: Trends and Determinants 15 


Economic Growth. National accounts estimates show a growth in 
gross domestic product of 4.1 per cent during 1973-1990. Since population 
grew at 2.4 per cent per year, the growth in per capita income was 1.7 per 
cent per year. The growth rate was higher during the 1970s because it was 
a period of recovery from a depressed economic base resulting from the 
adverse effects of the war of independence. The growth rate of income 
declined to 3.8 per cent during the 1980s. Estimates of income from the 
HES give a more optimistic view. The estimates show an annual growth 
rate of 2.6 per cent in per capita income during 1973—1986, representing a 
growth of 5 per cent per year in national income. The discrepancy in income 
between estimates from the national accounts and that from the HES has 
widened over the years, suggesting higher underestimation of recent 
growth. It is difficult to determine which estimates are closer to reality. It 
is possible that national accounts statistics exclude a substantial portion 
of informal sector income, especially those derived from rural non-farm 
activities. The National Income Commission has pointed out the significant 
underestimation of growth in the trade and services sectors. 

Land is scarce and the capacity of the economy to absorb the industrial 
labor force depends on industrial growth. However, the size of the in- 
dustrial sector is small and its growth has not been encouraging. After a 
rapid progress during the 1970s, industrial growth declined to 5-6 per cent 
per year, a highly disappointing growth performance compared with that 
of East Asian countries. Large-scale industries such as jute and cotton 
textiles industries have stagnated, and labor productivity in these in- 
dustries has declined. Recently, industrial growth has been largely based 
on the labor-intensive, export-oriented ready-made garments industry. 
Started in the early 1980s, the garments industry accounts for over 45 per 
cent of total export earnings and has absorbed a large proportion of female 
workers belonging to poor households migrating from rural areas. The light 
engineering industry, organized on a very small scale in suburban areas, 
has also generated employment. Thus, although industrial growth has 
slackened, the change in the composition of manufacturing activities sug- 
gests that the laborer's share of the value added has increased with rising 
labor intensity, contributing to the alleviation of poverty. 

Since agriculture is the main source of rural income, agricultural 
growth has a more direct effect on rural poverty alleviation than overall 
national economic growth. National accounts showed a decline of agricul- 
tural growth from 3.4 per cent a year in the 1970s to 2.5 per cent a year in 
the 1980s. The recent growth rate is almost equal to the population growth 
rate, suggesting a stagnant economic condition. However, it should be 
noted that because of rapid urbanization, the rural population has been 


13. Bangladesh Bureau of Statistics, Report of the National Income Commission (Dhaka, February 1990). 
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growing at a slower rate than the national population.!* Thus, there has 
been a moderate growth in agricultural income per head of rural popula- 
tion. 

Agricultural growth has been stimulated mainly by a relatively rapid 
diffusion of new technology in foodgrain production, increasing land and 
labor productivity. At the time of independence in 1971, the use of modern 
inputs in agriculture was negligible, but since then mechanical irrigation 
has been extended to over 30 per cent of cultivated land and the use of 
modern crop varieties to nearly 45 per cent of foodgrain area. The use of 
chemical fertilizers has increased from 380,000 tons in 1973/74 to 2.2 
million tons in 1990/91, a growth rate of 11 per cent per year. Foodgrain 
production could be increased at a rate of 2.8 per cent per year, with an 
almost unchanged resource base of land and workers, through technologi- 
cal progress, !? 

The expansion of irrigation facilitated the growing of an additional 
crop during the dry season. The reallocation of land from relatively low 
labor-intensive traditional varieties to more labor-intensive modern 
varieties contributed toward reducing underemployment among agricul- 
tural workers. Recent microeconomic studies show that the shift from 
traditional to modern rice varieties increases the gross value of production 
by about 92 per cent and the use of labor by about 45 per cent.!? While the 
share of capital and land in the incremental production has been higher 
than that of labor, the share of labor has increased in absolute terms." 
Thus, while income inequality has increased, technological progress has 
had a positive impact on the alleviation of poverty. 

Growth in per capita income achieved over the last two decades did 
not have a significant impact on rural poverty alleviation, but the pattern 
and the mechanism of growth contained elements with poverty-alleviating 
effects. 


14. The rate of growth of rural population has declined from 2.4 per cent per annum in the 1960s to 1.3 
per cent per annum during the 1980s. The rate of growth of national population in the 1980s is estimated 
at 2.4 per cent. For further details, see Mahabub Hossain, "Food Security, Agriculture and the Economy: 
The Next 25 Years", in Food Strategies in Bangladesh: Medium and Long Term Perspectives (Dhaka: 
University Press Limited, 1989). 

15. The cultivated land area in Bangladesh has remained at about 22 million acres over the last two 
decades. Based on various labor force surveys conducted by the Bangladesh Bureau of Statistics, the 
number of agricultural workers increased marginally from 16.8 million in 1974 to 17.4 million in 1985/86. 
16. Mahabub Hossain, Nature and Impact of the Green Revolution in Bangladesh, Research Report, no. 
67 (Washington, D.C.: International Food Policy Research Institute, 1988); and Mahabub Hossain et al., 
"Priority Issues in Rural Poverty Alleviation in Bangladesh" (Paper prepared for the Asian Development 
Bank Study on Priority Issues and Policy Measures to Alleviate Rural Poverty, Manila, 1991). 

17. Hossainet al. estimate that a reallocation ofland from traditional to modern varieties of rice increases 
the absolute share of capital in gross value of production by 115 per cent, the share of land by 79 per cent 
and the share of labor by 37 per cent. However, workers supplying hired labor gain more than family 
workers because farm families tend to substitute leisure for labor as income increases with technological 
progress; this in turn pushes the wage rate upwards. The wage bill per unit of land is about 64 per cent 
higher for the cultivation of modern varieties compared with traditional varieties. See Hossain et al., op. 
cit. 
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Changes in the Pattern of Land Distribution. The pattern of 
landownership distribution from the 1983-1984 agricultural census and 
the 1988 BIDS survey is shown in Table 7. Nearly one fifth of households 
own not more than 0.5 acre and can be considered near-landless. About 8 
per cent of rural households own more than 5 acres and control nearly 48 
per cent of land. The Gini ratio for the concentration of landownership is 
0.63. It is clear from the pattern of landownership distribution that in- 
cremental incomes from rural development programs will be unequally 
distributed, unless benefits substantially trickle down to the land-poor 
through tenancy and labor markets. 

A review of the pattern of distribution of operational holdings during 
1960-1984 reveals that in 1983-1984 nearly 70 per cent of farmers were 
smallholders, operating 29 per cent of cultivated land in holdings of less 
than 2.5 acres. At the other end, large farms (holdings of over 7.5 acres) 
accounted for only 5 per cent of total farms and represent 26 per cent of 


Table 7: The Pattern of Distribution of 
Landownership, 1983 and 1987 


1983-1984 1987 
Agricultural Census BIDS Survey 
Landownership Number of Percent Numberof PerCent Per Cent 
Group (acre) Households of Households of of Land 


000) Households (000) Households Owned 


Less than 0.05 2,503 18.1 1,880 19.0 0.2 
0.05 — 0.49 3,895 28.2 2,945 29.8 3.5 
0.50 — 0.99 1,660 12.0 1,128 11.4 5.0 
1.00 — 2.49 2,979 21.6 2,052 20.8 20.4 
2.50 — 4.99 1,598 11.6 1,088 11.0 23.3 
5.00 — 7.49 650 4.7 405 4.1 15.3 
7.50 — 14.99 415 3.0 274 2.8 17.5 
15.00 and above 117 0.8 103 1.0 14.8 

Total 13,818 100.0 9,874 100.0 100.0 


Source: Bangladesh Bureau of Statistics, Report ofthe Bangladesh Household Expenditure Survey 
1983-84 (Dhaka, February 1988); and data from the 1987 BIDS survey. 
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cultivated land. During 1960-1984 the number of small farmers increased 
from 52 to 70 per cent, and the land held by them increased by 158 per cent. 
The proportion of large farmers declined from 10.7 to 4.9 per cent, and the 
land held by them declined by 31 per cent. The average size of cultivated 
land declined from 3.54 acres in 1960 to 2.29 acres in 1983-1984 and to 
2.18 acres in 1987. This suggests that the importance of land as a resource 
base is declining over time for all landowners due to population pressure 
on land. There is not much evidence of increasing differentiation among 
the peasantry. 

Tenancy has moderating effects on inequality due to the concentration 
of landownership. Tenancy in Bangladesh is high, and the 1960 and 1983— 
1984 agricultural censuses reveal a similar pattern of land tenure: nearly 
three fifths of cultivators are owner-operators and two fifths are tenants, 
mostly owner-cum-tenants. Pure tenants, i.e., cultivators who own no land, 
are few. Most tenants are owner-cum-tenants, i.e., they own some land and 
rent some land to cultivate a viable holding. Owner-cum-tenants have 
holdings larger than owner-cultivators. There is some controversy over the 
extent of land cultivated under tenancy arrangements—28 per cent accord- 
ing to the land occupancy survey of 1978 and 18.5 per cent according to the 
1983-1984 agricultural census. The 1987 BIDS survey estimated the in- 
cidence of tenancy at 22.7 per cent of cultivated land.!? The 1983-1984 
agricultural census shows changes have been taking place in tenancy 
arrangements in recent years. Sharecropping is giving way to fixed rent 
tenancy. In 1983-1984 the proportion of tenanted land under sharecrop- 
ping declinéd from about 91 per cent to 72 per cent in 1978. 


Access to New Agricultural Technology. The lack of land is a 
major disadvantage for the rural poor, but this is not absolute. The dif- 
fusion of new technology in agriculture may act as a compensatory 
mechanism for limited land resources by increasing land productivity. 
Whether this takes place depends on the extent to which the adoption of 
modern agricultural technology is constrained by the existing pattern of 
land tenure and land distribution. One hypothesis is that the diffusion of 
the technology may lead to greater income inequality and poverty. " Since 
the new technology requires larger cash investment because of higher 
intensity in the use of inputs (i.e., water, fertilizer, fuel and pesticides), the 
small owner and tenant farmer would be at a disadvantage, compared with 
larger farmers, in adopting the new technology. The small farmer and the 
tenant have little surplus to invest and limited access to institutional 


18. Ibid. 

19. Keith Griffin, The Political Economy of Agrarian Change: An Essay on the Green Revolution 
(Cambridge: Harvard University Press, 1974); and Andrew Pears, Seeds of Plenty, Seeds of Want: Social 
and Economic Implications of the Green Revolution (Oxford: Clarendon Press, 1980). 
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credit; hence, they would benefit proportionately less from its diffusion. 
Since productivity is higher with the new technology, its diffusion would 
increase the income gap between the small and large farmers. 

This is not so in rural areas in Bangladesh. Modern inputs have been 
used extensively: about 52 per cent of the farmers irrigate their land, 61 
per cent have adopted modern varieties (MVs) of rice and 84 per cent use 
chemical fertilizers. There is little difference in the extent of use of these 
modern inputs across the landownership scale. In fact, an inverse relation- 
ship exists between the size of landownership and the adoption of MVs. It 
is only in the case of chemical fertilizers that the large farmers use more 
per unit of land than the smaller farmers. Marginal and small farmers use 
more chemical fertilizers per unit of land than the medium farmers. Among 
various tenurial groups, the use of modern agricultural inputs is greater 
on farms operating both owned and rented land, compared to pure owner 
or pure tenant farms. Thus, the dominance of small farms and the 
widespread practice of tenancy do not impede technological progress in 
agriculture in Bangladesh. 

The diffusion of agricultural technology itself may change the nature 
and terms of the tenancy market and, through such changes, may affect 
income distribution and poverty. To assess this impact, the BIDS rural 
household survey data were used to study the incidence of tenancy in 
villages across the technology adoption scale. The villages were classified 
into three groups: (i) low-adopter villages with less than 10 per cent of the 
land under MVs; (ii) medium-adopter villages with 10 to 50 per cent of the 
area under MVs; and (iii) high-adopter villages with more than 50 per cent 
of the area under MVs. The incidence of tenàncy appears to increase with 
the adoption of MVs. The proportion of tenant farmers and the percentage 
of cultivated area under tenancy were higher in the high-adopter villages 
than in the low-adopter ones. This conflicts with the observation for other 
South Asian countries that by increasing the profitability of land, the 
spread of MVs lead to tenancy eviction and thereby accentuates income 
inequality.^? Moreover, it appears that with the adoption of MVs, the 
sharecropping system gives way to fixed rent tenancy. In the low-adopter 
villages, 94 per cent of the land in the rental market was under crop-shar- 
ing; in the high-adopter villages the proportion was 57 per cent. In the 
latter group, the fixed-rent contract for more than one year was also 
prominent (42 per cent of the rented land). : 

Information on output and cost-sharing practices in the three groups 
of villages reveals that the cost of seeds is shared by the landowners in 
about 30 per cent of the villages. With the adoption of modern varieties, 
landowners in a large proportion of villages share the costs of seeds with 


20. Griffin, op. cit., and Pears, op. cit. 
21. Hossain et al., op. cit. 
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the tenants. The change in cost-sharing practices is more noticeable for 
fertilizer and water. One fourth of the villages in the low-adopter group 
reported that landowners shared 50 per cent or more of the costs of the 
fertilizer, and in the high-adopter group, the proportion was 35 per cent." 
The factor share of land decreases with the adoption of MVs because of the 
higher incidence of cost-sharing, although landowners gain in absolute 
terms. Accordingly, the estimated rental value is higher with the use of 
MVs than under traditional varieties, but the rental value under fixed rent 
is about 45 per cent lower than under sharecropping. Thus, the change in 
the form of tenancy from sharecropping to fixed rent helps redistribute 
some of the incremental shares of land from the landowner to the tenant. 


Human Resources and Employment. The labor force has grown 
at an annual rate of 2.3 per cent between 1961 and 1985. During 1961-1974 
and 1974-1985, annual growth rates of the labor force have been estimated 
at 2 and 2.8 per cent, respectively. The most striking change has been the 
shift of labor from rural to urban areas and from agriculture to non-farm 
activities within rural areas. Thus, the share of the urban sector in the 
labor force increased from 10 per cent in 1974 to 22 per cent in 1988/89. 
The migration rate from rural to urban areas is estimated at 0.75 to 1 per 
cent per year.23 Between 1974 and 1986, the share of agricultural labor 
force has declined from 78 per cent to 57 per cent. The non-agricultural 
labor force increased at the rate of 9.5 per cent per year, while the 
agricultural labor foree increased by only 0.3 per cent. The people who 
migrated to urban areas came mostly from landless and near-landless 
households who supply agricultural labor. The net outcome of this change 
in labor force composition over the last two decades has been the reduction 
in the growth of the supply of agricultural labor. In agriculturally progres- 
sive areas, farmers now complain about the shortage of agricultural labor, 
particularly during peak operations, and have started substituting workers 
with power tillers and mechanical threshers. 

Along with the reduction in the supply of agricultural workers is a 
rising demand for agricultural labor. This demand has increased due to 
higher cropping intensity following the use of irrigation during winter. 
Moreover, there has been a shift of land use from traditional to labor-in- 
tensive modern varieties of rice and wheat (the proportion of land under 
modern varieties has risen from 14 per cent in 1976/77 to over 40 per cent 
in 1989/90). This shift from traditional to modern varieties of rice and 
wheat increases the demand for labor by about 45 per cent. The new 
varieties are grown throughout the year, thus reducing the seasonality of 


22. Ibid. 

23. Mohammad Asaduzzaman, "Feeding Our Future Towns: An Overview of Urbanization and Associated 
-Food Policy Issues", in Food Strategies in Bangladesh: Medium and Long Term Perspectives (Dhaka: 
University Press Limited, 1989). 
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the demand for labor and increasing the availability of work during pre- 
vious slack seasons. These factors have increased the number of days of 
employment per worker in agriculture and the wage rate. The real wage 
rate which fluctuated around a horizontal trend line during 1975-1983 has 
experienced a rapid upward trend since 1983/84, with the exception in 1987 
and 1988 when the disastrous floods occurred. 

The linkage effects associated with the growth of agricultural produc- 
tivity and income from the diffusion of new technology in agriculture have 
contributed to an increase in the demand for goods and services in the rural 
non-farm sector, which has in turn generated employment opportunities in 
the trade and transport services and in construction activities. The spread 
of new technology in agriculture has increased the volume of marketable 
surplus which has also led to increased demand for trade, transport and 
service sector employment, reinforced further by linkage effects through 
consumption expenditure. The survey of 16 villages in 1982 showed a 
higher expenditure elasticity of demand for livestock and fishery and 
manufacturing goods for technologically progressive areas than backward 
areas (see Table 8). Since the livestock and fisheries sectors employ a 
greater proportion of land-poor households, the land-poor benefit from this 
higher demand. They would also benefit from an increased demand for 


Table 8: Marginal Budget Shares and Expenditure Elasticity of 
Demand for Different Goods and Services in Technologically 
Progressive and Backward Areas, 1982/83 


Backward Areas  . ` Progressive Areas 
Marginal Marginal 
Budget Budget 

Commodity Share Expenditure Share Expenditure 
Groups (96) Elasticity (96) Elasticity 
Crops 56.5 0.84 45.0 0.71 
Farestry I 3.2 0.78 2.7 0.88 
Livestock 5.7 1.29 6.4 1.59 
Fishery 4.2 1.19 5.3 1.22 
Rural Industry 12.4 1.30 10.3 1.09 
Urban Industry 10.5 1.46 12.4 1.56 
Services 7.5 1.79 17.9 2.18 


Source: Mahabub Hossain, Nature and Inpact of the Green Revolution in Bangladesh, Research . 


Report, no. 67 (Washington, D.C.: International Food Policy Research Institute, 1988). 
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products from trade, transport, construction and "other services" sectors 
where the income elasticity of demand is high. 

The shift from crop farming to non-farm sectors in the structure of 
rural employment is also attributed to the impact of urbanization. The 
demand for agricultural surpluses has sharply increased over time with 
the rapid pace of urbanization (the urban population has grown at a rate 
of 10.6 per cent per annum during 1974-1981) and this has led to the 
expansion of trade, transport and service activities in rural areas. These 
have contributed to the increasing share of the non-agricultural labor force 
in rural areas and have had a favorable impact on rural poverty. 

Rural-urban migration has also had a favorable impact on rural 
poverty. As indicated earlier, the migration rate has been 0.75 to 1 per cent 
per year, and most of the migrants reside in slums. The share of rural 
migrants in total urban population is estimated to have increased from 
about one third in the late 1970s to over 45 per cent. Several studies on 
slum areas by the Centre for Urban Studies and BIDS in recent years have 
‘pointed to the overwhelming presence of the extreme poor in the cluster of 
immigrants. Most of the slum dwellers are employed in urban informal 
sectors such as construction, transport and petty trading. The pull effect 
of urbanization is evident when the level of income of the "new" migrants 
is compared with that of the "old" migrants. Several studies on slum areas 
have shown that the average income of a slum dweller increases with the 
length of migration; the difference in average income earned by "old" and 
"new" migrants may be as high as 45 per cent." ^ As the length of migration 
increases, the migrants tend to move away from low-paying to more 
remunerative jobs. Thus, the proportion of construction laborers, transport 
workers and housemaids is higher (65 per cent) for the "new" migrants than 
that (45 per cent) of the "old" migrants. However, there is a higher propor- 
tion (53 per cent) of "old" migrants among ready-made garments industry 
workers, petty traders and service-holders who receive higher wages or 
incomes, compared with 31 per cent in the case of "new" migrants. This 
explains why the proportion (71 per cent) of non-poor is higher for "old" 
migrants than that (31 per cent) of the "new" migrants. 

These findings on the pull effect of urbanization are further reinforced 
by comparing real income trends between urban and rural areas for the 
bottom 40 per cent of the population. The average annual household income 
of the bottom 40 per cent of the urban population (this encompasses those 
living in slums) has been about 40 to 55 per cent higher than the figure for 
rural areas during successive HES in the 1980s. Furthermore, this gap 
appears to have widened in real terms over time. Thus, it appears that 
migration to urban areas represents for the rural poor a proximate escape 
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route from poverty by opening up higher income-earning opportunities and 
greater options for social mobility rather than a mere spatial transfer of 
rural poverty to urban areas. 

The discussion so far indicates that a large proportion of rural poor 
households have benefited from the trickle-down effects of growth. Ele- 
ments of growth policy which are likely to have the strongest and the most 
immediate favorable impact on rural poverty have to be identified and 
emphasized. Many rural poor households would still remain outside the 
purview of growth-oriented programs and would have to be provided with 
a safety net through various special wage and self-employment schemes. 
It has been estimated that even a 5 per cent per annum rate of growth of 

the economy during the 1990s may not be able to clear the backlog of 
unemployment and underemployment by the year 2000.” 

A broad area of targeted employment programs in rural areas includes 
the generation of lean-season employment through public works schemes 
such as the Food-for-Work (FFW) program, postmonsoon relief works, and 
road maintenance programs (RMPs) under the Vulnerable Group Develop- 
ment (VGD) involving the destitute female population. Another important 
area for targeted employment programs includes self-employment schemes 
which are being implemented under various institutional arrangements 
with varying degrees of intensity of input support. 

There has been a significant expansion of directly targeted programs 
during the 1980s compared with the mid-1970s. For instance, the allocation 
of wheat for FFW has increased from 250,000 tons in the late 1970s to about 
800,000 tons over the last few years. Food subsidies such as those provided 
by VGD targeted to rural destitute women and female-headed households 
did not exist in the late 1970s. At present, over 300,000 tons of wheat are 
being distributed to these households (roughly 1 million households which 
represent an important segment of the rural poor). Furthermore, a rural 
rationing program which covers about 8 per cent of the extremely poor 
households in rural areas has recently been introduced. 

Credit-based self-employment programs play a major role in the al- 
leviation of rural poverty. About one third (i.e., 2.5 million households) of 
nearly 8 million target households with land up to 0.5 acre have already 
been brought under these programs. A recent evaluation of selected self- 
employment generating programs shows that the proportion of beneficiary 
households who could cross over the poverty line varies from about 33 per 
cent to about 60 per cent. The contribution to household incomes by 
credit-based self-employment programs remains virtually unrecorded in 
the national accounts statistics. The distribution of khas (state-owned) 
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lands—about 0.4 million acres of khas lands have been distributed to 0.1 
million rural poor households—providing shelter to the rural homeless 
destitutes is another poverty alleviation program. Although the pace of 
implementation has been slow, it emerges as an important avenue for 
providing shelter to a large number of rural destitute households and an 
important source of homestead income for the rural poor. 


Macroeconomic Policies. With assistance from the International 
Monetary Fund (IMF) and the World Bank, in 1986 the government em- 
barked on a three-year structural adjustment program. The program aims 
to accelerate economic growth to over 5 per cent per annum and alleviate 
poverty, maintain macroeconomic stability and reduce the rate of domestic 
inflation to about 8 per cent." The program includes demand management, 
structural and institutional policies. The adjustment program has also 
recognized the need for special targeted programs to alleviate poverty 
among the disadvantaged groups who may not directly benefit from the 
growth process. It may be noted that many of these policy concerns were 
prominent in successive aid negotiations conducted by Bangladesh with its 
principal donors during the late 1970s and the 1980s. 

The government used both tight monetary policy through restrictions 
on credit in the form of ceilings and controls in the public and private 
sectors aimed at improving the balance of payments and tight fiscal policy 
with cutbacks on government expenditures aimed at balancing the fiscal 
deficit.2° 

Specific structural policies include: (i) the withdrawal of food and 
input subsidies and output price supports to remove price distortions; (ii) 
financial liberalization with interest rate reform as its essential element 
to allow the financial markets to reflect the true opportunity cost of capital; 
(iii) the rationalization of pricing policies of public enterprises to eliminate 
misalignment between costs and revenues; and (iv) the liberalization of 
trade through reduction in tariff rates. 

Denationalization and privatization are major elements of institution- 
al policies for structural adjustment. In 1990 the government embarked on 
another three-year structural adjustment program along the lines men- 
tioned above, with assistance from the IMF and the World Bank under the 
Enhanced Structural Adjustment Facilities (ESAF) arrangements. 

The reduction in aggregate public expenditure as part of demand 
management policies under the adjustment program pursued in the 1980s 
is likely to have had a negative impact on the rural poor. The composition 
of public expenditure has changed over time in favor of consumption 
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expenditure with negative implications for the growth of the economy. The 
cutting back on public expenditure has particularly affected public sector 
investment in infrastructure. While the share of non-productive expendi- 
tures such as public administration (including internal security and 
defence) in total public expenditure has risen from about a quarter in the 
late 1970s to more than a third in the late 1980s, the expenditure on 
investment i in the economic sector has declined from 54 per cent to around 
44 per cent.*” On balance, the soft sectors such as agriculture, education 
and health have been the most hard-hit category. Moreover, the composi- 
tion of public expenditure on education and health has not been attuned to 
the needs of the rural poor. A disproportionately large amount of these 
investments was for the construction of schools and ka a with little 
emphasis on service-oriented facilities. 

Public expenditures on non-agricultural sectors such as housing and 
physical infrastructure, manufacturing and energy have had rather mar- 
ginal linkage effects on the growth of the rural economy and, consequently, 
on the alleviation of rural poverty. Most of the expenditure for the transport 
sector was for the construction of urban roads and national and regional 
highways, without giving due regard to the construction of rural feeder 
roads. Similarly, rural industries, which offer a considerable scope for 
non-farm employment for the poor, account for only a small proportion of 
public expenditure in the manufacturing sector." The rural industrial 
sector has little access to institutional credit, technology, information and 
other support facilities. 

The withdrawal of subsidies for agricultural inputs such as fertilizer 
and irrigation equipment has been a major focus of the adjustment pro- 
gram. This policy may have had some negative effects on the adoption of 
new technology in agriculture. As indicated earlier, the diffusion of new 
technology in agriculture is not constrained by the prevailing land tenure 
system. Indeed, the rate of adoption of new technology is higher for the 
land-poor, marginal and small farmers than the well-off farmers. Thus, the 
subsidy on modern agricultural inputs had also benefited the small owner 
and tenant farmers. The withdrawal of subsidies therefore increased costs 
of production and reduced profits as input prices increased at a higher rate 
than output prices. Furthermore, losses incurred due to the withdrawal of 
subsidies for fertilizers have not been compensated by increased invest- 
ments in irrigation schemes. The expansion of modern irrigation schemes 
(coupled with minor flood control and drainage) is a growth policy which is 
likely to have the strongest and most immediate favorable impact on rural 
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“poverty by opening up various direct and indirect avenues of employment 
and income. Since return on investment in irrigation is higher than the 
return on investment in fertilizer?! increased investment in irrigation 
would have more than compensated for the withdrawal of subsidies for 
fertilizers. However, the public sector has clearly failed to tap the full 
potentials of the irrigation sector.?? The share of irrigation in total public 
sector investment in agriculture has declined during the 1980s, from 46 to 
38 per cent over the last two plan periods. 

While the withdrawal of subsidies for agricultural inputs applied to 
all farm-size categories, the richer landowners enjoyed certain privileges. 
A subsidy on irrigation equipment has been retained in the form of an 
interest rate subsidy because most equipment were purchased on sub- 
sidized credit and a large proportion of the loans have not been repaid. 
Since rural higher income groups were the buyers, they were the major 
recipients,of the interest rate subsidy. Thus, the equity effects of the 
withdrawal of subsidies have been marginal and the policy continues to 
display an anti-poor bias. 

Another important component of the adjustment program has been 
the policy aimed at reforming the financial sector. The reform package 
involves a shift from administered interest rates to market-determined 
interest rates to strengthen the viability of the financial sector through 
profitable institutions. However, an immediate effect of the transition to a 
more liberalized interest rate regime is the gradual withdrawal of interest 
rate subsidies from the priority sectors such as agriculture with a con- 
comitant increase in lending rates, especially in regard to longer term 
loans. One may argue that low interest rates increase demand for loans 
and hence may lead to credit rationing biased toward the upper-income 
group since they have better access to financial institutions. Thus, an 
increase in interest rates may in fact increase the supply of loanable funds 
available for the small farmer. However, the reform package does not 
stipulate any provision for creating special banks targeted exclusively to 
small and marginal farmers which, if implemented, would have increased 
their access to institutional loans even at higher interest rates. Indeed, the 
transition to a market-determined interest rate regime based on 
profitability may even lead to a decline in the volume of agricultural credit 
at present disbursed by public financial institutions since these loans are 
generally seen as risky loans. This 1s illustrated by the fact that, with a 
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growing volume of deposits, advances of private banks to the agriculture 
sector account for a negligible share in overall credit portfolio. If public 
financial institutions join their ranks for efficiency, then the aggregate 
volume of lending to the agriculture sector may shrink with adverse 
implications for agricultural growth and equity, and consequently, on the 
more disadvantaged marginal and small farmers as their alternative access 
to specialized agricultural credit programs becomes severely limited. 

In regard to institutional policies which form an essential part of the 
adjustment program, several aspects of the policies are significant. 
Privatization of the delivery system for agricultural inputs has produced 
positive effects. Under the new arrangement, irrigation equipment is in- 
stalled faster, the availability of fertilizers has increased and prices have 
stabilized. However, the new system of delivery of agricultural inputs tends 
to discriminate against resource-poor areas since private traders are less 
inclined to ensure the regular supply of these inputs to infrastructurally 
backward and resource-poor areas due to high transport costs and small 
markets.?4 

The growth of the manufacturing sector may have important implica- 
tions for rural poverty because of its considerable linkage effects on the 
rural economy. Evidence suggests that the overall growth of the manufac- 
turing sector in the 1980s characterized by large-scale privatization efforts 
has been anything but encouraging, particularly for large-scale manufac- 
turing. Recent estimates show that the share of manufacturing in total 
private investment has declined over the last two plan periods.?? The 
potential employment loss resulting from an ever deteriorating perfor- 
mance of the organized manufacturing sector would be considerable, there- 
by reducing the pull effect of the industrial sector in the strategy of rural 
pcverty alleviation. 

Another unintended consequence of large-scale privatization efforts 
in the large-scale manufacturing sector has been the severe shortage of 
loanable funds for smaller industrial borrowers. The repayment perfor- 
mance of large industrial borrowers is extremely poor. The loan recovery 
rate for development finance institutions (DFIs) is only 10 per cent, $ and 
holds true for industrial loans disbursed by the nationalized commercial 
banks (NCBs). The aggregate default on industrial loans on account of DFIs 
and NCBs has surpassed Tk 20 billion. This repayment problem by large 
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industrial borrowers has led to the shortage of recycling funds to small 
borrowers who perform better in repaying their loans and demonstrate 
better entrepreneurial capability.?" This adversely affects the expansion 
of rural industries which otherwise would offer scope for increasing rural 
non-farm employment and hence income of the poor. In regard to rural 
non-farm borrowers, this situation has been exacerbated by a credit crunch 
resulting from a tighter monetary policy under the adjustment program 
since the mid-1980s. 

It may be argued that macroeconomic policies related to the structural 
adjustment program have had adverse effects on poverty alleviation in the 
1980s. However, these need to be investigated more rigorously, a task 
which is beyond the scope of this article. 


The Global Environment. Bangladesh has experienced a favorable 
change in the export structure, mainly due to the increasing share of 
ready-made garments exports. The number of garment manufacturing 
enterprises has increased from a negligible figure in the late 1970s to over 
900 in 1990. The share of ready-made garments in total exports has risen 
from less than 1 per cent in 1981 to 40 per cent in 1989/90. This has had a 
positive impact on rural poverty. About 70 per cent of workers employed in 
this sector are women migrants from rural areas, mostly from landless and 
land-poor families. Although the mean wages of female garment workers 
are low, they are higher than the income per capita poverty line in rural 
areas and substantially exceed the level of their pre-migration income 
status. 

There are a number of constraints on the further promotion of ready- 
made garments exports. Protectionism on the part of high-wage countries, 
which has taken the form of the Multi-Fiber Arrangement (MFA), has not 
been resolved in the Uruguay Round and acts as an impediment to garment 
export promotion through its use of discriminatory quota restrictions and 
other non-tariff barriers. The situation has been aggravated further by 
unfavorable movements in the commodity terms of trade in the second half 
of the 1980s at a time when garment products became the principal export 
category. The low value-added component of the garment industry products 
represents yet another problem which remains to be resolved by reaping 
the full potentialities of the backward linkages of the garments sector. In 
this connection, the rural handloom sector is capable of not only developing 
forward linkages with the expanding garments industry but also has an 
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export potential in the form of direct exports of non-traditional, made-up 
items. At present, 70 per cent of operators in the rural handloom weaving 
industry live in poverty. ? If the export potential of the handloom sector 
can be realized through an appropriate information system, upgrading of 
technology and product designs, a positive impact on rural poverty will be 
realized. 


Concluding Observations and Policy Suggestions 


Three avenues for poverty alleviation may be identified in the light of 
the experience of the 1980s: (i) poverty alleviation through fostering 
growth-oriented programs with strong immediate impact on rural poverty; 
(ii) poverty alleviation through enforcing higher investment in social sec- 
tors leading to increased human capital formation and improved living 
standard indicators; and (iii) poverty alleviation through promoting tar- 
geted income and employment-generating programs designed to provide 
support to the extremely vulnerable segment of the rural poor which may 
otherwise be left out of the mainstream of the market-based development 
process. These elements serve as reference points in the discussion of rural 
poverty. Poverty dynamics in areas of Bangladesh in the 1980s may be 
reviewed within the perspectives of the above delineated framework. 

Major conclusions emerge from the preceding analysis. First, an impor- 
tant part of poverty alleviation is to identify and emphasize elements of 
growth policy which are likely to have the strongest and the most immediate 
favorable impact on rural poverty. The spread of new technology (particularly 
modern irrigation) in agriculture can considerably reduce the level of rural 
poverty. Àn appropriate mix of pricing, subsidy, credit and extension policies 
should be undertaken to promote the expansion of new technology in agricul- 
ture with particular focus on marginal and small farmers. 

Second, the development of rural infrastructure positively affects the 
level of rural poverty; in fact, its poverty alleviating effect is even greater 
than the impact of new agricultural technology. Rural electrification has 
greater poverty alleviating effects than the transport network. 

Third, access to non-agricultural employment provides scope for in- 
come mobility for land-poor households. Anti-poverty strategies and 
policies should contain elements that empower landless and marginal 
farmers to participate in the non-agriculture sector. The undertaking of 
targeted self-employment and wage-employment programs under different 
institutional arrangements of governmental and non-governmental or- 
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ganizations is important since even a 5 per cent rate of growth per annum 
in the economy during the 1990s would not be able to clear the backlog of 
unemployment and underemployment by the year 2000. 

While replication of these programs on a much wider scale is desirable 
in any poverty alleviation strategy and needs to be actively promoted, one 
should be aware of the limitations of such targeted self-employment 
schemes. 

First, there has been an almost indiscriminate proliferation of tar- 
geted programs in the 1980s, with essentially similar tasks being per- 
formed by different agencies in different ways, thus leading to large 
overhead costs per unit of services delivered. The time has come to focus 
on a few well-selected programs, following examples that have stood the 
test of time through experiment by non-governmental and governmental 
organizations and replicate these on a wider scale. 

Second, the absence of a package of inputs in most of the targeted 
self-employment schemes reduces the efficacy of such program intervention. 
The expansion of self-employment schemes without giving due regard to the 
viability of such projects needs to be discouraged since the overhead costs are 
high and may not be economically desirable given the competing demand for 
scarce resources. However, the expansion of such schemes even if they even- 
tually become mere income transfer programs would still be socially desirable 
in cases of extremely resource-poor and/or ecologically vulnerable areas. 

Third, another way of implementing targeted employment schemes is 
to promote collective ventures of the land-poor through the formation of 
groups and cooperatives. Assets would be transferred under these 
programs to the target groups on a collective basis, by forming a source of 
rental income for the group as a whole. Joint cultivation of land, piscicul- 
ture, ferry leasing, irrigation water selling and power tiller schemes run 
by landless groups and cooperatives can be singled out as successful 
examples of collective economic ventures for poverty alleviation. 

Fourth, the spread of education, especially higher education, tends to 
have a significant impact on increasing rural incomes, and hence, reduces 
rural poverty. The positive effect of education is greater for non-farm 
households than for farm households. Policies should thus emphasize the 
direct provision of primary and secondary education in rural areas. This 
may require a substantial commitment of resources. | 

Fifth, the above observation is equally applicable to other social 
sectors. Fewer improvements have been achieved in the primary health 
care sector outside the sphere of expansion of safe drinking facilities. Direct 
provision of primary health care in the rural areas thus emerges as a 
priority area for state and non-governmental organization (NGO) interven- 
tions. 

Sixth, about one tenth or so of rural households represent the most 
vulnerable segment within the rural community. They live in most 
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deplorable housing conditions, and the aggregate income earned is quite 
inadequate even to ensure only 85 per cent of their calorie requirements. 
At most, they can aspire to escape from the trap of hard-core poverty to 
moderate poverty, but even that scope is increasingly being reduced by 
nature or by sudden and unanticipated fluctuations in the markets. In most 
cases, they are left out of the market process as they lack both land and 
non-land assets. The scope for increased self-employment through 
governmental organizations and NGOs thus appears to be extremely 
limited. Their only factor endowment, labor power, is gradually eroded over 
time as they become increasingly prone to sickness and diseases, thus 
reducing their bargaining capacity even in the rural labor market. Social 
security programs designed to eradicate severe malnutrition and poverty 
are thus necessary. However, such income-transfer programs for the lowest 
10 per cent of the rural population require a significant commitment of the 
budget to poverty alleviation programs. 


32 Asian Development Review 


Appendix 


The income of a household (INCM) would obviously depend on the 
amount of land owned (LND), the number of earning members in the 
household (LBR), and the amount of capital employed in farm and non-farm 
activities (CPTL). A household may also earn additional income by renting 
Jand from others (TNC). The higher the productivity of land, the higher the 
income of the household. The productivity of land would depend on the use 
of the new "seed-fertilizer-water" technology, represented by the propor- 
tion of area allocated to the high-yielding varieties (TCNLG). The income 
from labor may depend on the quality and composition of labor and the. 
productivity of the activity in which the labor is employed. Female workers 
(FLBR) may earn less than. male workers, while the workers employed in 
non-agricultural activities (:NAGL) may earn more than those employed in 
agriculture. The productivity of labor and the choice of economic activities 
would depend on the level of education of the worker. The state of develop- 
ment of infrastructure may also affect income by changing the input-output 
prices and providing scope for adoption of new agricultural technology and 
generating employment opportunities in rural non-farm activities. The 
most important infrastructure variables that have been considered are 
access to electricity (ELCT) and the state of development of transport 
facilities (TRN). 

The regression equations are estimated in log linear forms. Natural 
logarithms are taken for the dependent variable income and for land and 
workers. The tenancy and the technology variables are measured in ratio 
form, i.e., by the proportion of cultivated area rented from others and the 
proportion of area allocated to high-yielding varieties. The differential 
earnings of female workers and of the workers employed in non-farm 
activities are captured by measuring these variables in ratio forms, i.e., as 
a proportion of total workers. Since the level of education may not have a 
linear effect, dummy variables have been used to capture the effect of 
different levels of education of the household head, using "no formal 
schooling" as control. The infrastructural variables have been measured in 
the form of village-level dummy variables. Villages having access to 
electricity have been assigned value "1" and those without electricity, value 
"0". The survey did not collect information on capital employed in produc- 
tion activities for the reference year of income; hence, it could not be taken 
into account in this exercise. 

The regressions have been estimated for the entire sample as well as 
for the farm and non-farm households. The determinants of income for the 
poor and non-poor households have also been analyzed. The results of the 
exercise are presented in Tables 1 and 2 of this Appendix. 
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Rural Poverty in India: 
Incidence, Issues and Policies 


S. Mahendra Dev, 
M.H. Suryanarayana and 
Kirit S. Parikh* 


ndia accounts for about 14 per cent of the world's population and 
about 25 per cent of that of developing countries. The number of the 
poor in India was about 420 million in 1985 and now represents about 
38 per cent of the poor in developing countries.! India has been trying 
to reduce poverty by adopting economic planning for growth with 
redistribution of income in the framework of a mixed economy. 

How far has India succeeded in ameliorating the conditions of the 
poor, particularly the rural poor which accounts for about 80 per cent of 
the poor in the country? What are the issues involved and policies needed 
` in designing an appropriate strategy for poverty alleviation? This article 
attempts to answer these questions. It first reviews economic development 
in India since independence. It then examines qualitative and quantitative 
characteristics of poverty and income distribution, the interrelationships 
between poverty and land resources, and between poverty and human 
resources. Subsequently, it discusses the impact of macroeconomic policies 
and the global economic environment on poverty and makes some observa- 
tions on the political economy of poverty. Finally, it draws some policy 
conclusions from the discussion. 


Initial Conditions and Development Strategy 


At independence in 1947, India was faced with the problems of 
rehabilitating the economy, which was disrupted by World War II and 
partition of the subcontinent, and of achieving rapid economic growth and 
eradicating widespread poverty, hunger and malnutrition. The economy 
was predominantly agrarian, with large imbalances in resource endow- 


* Associate Professors and Director, respectively, Indira Gandhi Institute of Development Research. 
1. World Bank, World Development Report 1990 (Washington D.C.: Oxford University Press, . 1990). 
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ments among regions and people, high unemployment and underemploy- 
ment, low levels of saving and capital formation, and low incomes and living 
standards. 

The pre-independence period was marked by stagnation, particularly 
in the agriculture sector. There was some growth in the large-scale 
manufacturing sector, but there was also a decline in traditional in- 
dustries. Capital formation was only about 6 per cent of net domestic 
product (NDP). Illiteracy was about 84 per cent, and public health services 
were inadequate, exposing the poor to epidemics such as influenza, malaria 
and cholera. Some efforts were made to prevent such epidemics, but the 
mortality rate remained high at about 27 per 1,000 in 1947.2 

Independent India adopted planning to remove the structural con- 
straints on its growth process through five-year plans aimed at economic 
growth, social justice, self-reliance, poverty alleviation, industrialization and 
improvements in productivity. The first three plans implicitly followed the 
Lewis development model wherein agriculture supports industrialization by 
providing cheap labor and food.? They laid emphasis on growth by focusing 
on factors promoting savings and capital accumulation but overlooked 
the possibility of increasing the size of the capital stock by redistribut- 
ing consumption in the labor surplus context. Some attempts were made 
during the 1950s to abolish landlordism, distribute land through imposition 
of ceilings, protect tenants and consolidate landholdings. 

During the Third Five-Year Plan (1961-1966), a working group set up 
by the Planning Commission addressed the issue of raising the minimum 
standard of living. It distinguished between public consumption such as 
expenditure on health and education and private consumption. It recom- 
mended a private consumption expenditure of Rs 20 per capita per month 
at 1960/61 prices as the national minimum standard of living. Against this 
background, it formulated "Perspective of Development" for the economy 
for 1961-1976 which examined the implications of "planning for a mini- 
mum level of living".? The resulting study showed that to ensure an 
adequate diet for the bottom three deciles, national income would have to 
grow at an annual rate of 7 per cent during 1965-1975. 

The three Annual Plans (1966-1969) that followed contained a new 
agricultural strategy of the Green Revolution that was carried over into 
the Fourth Five-Year Plan (1969—1974). There were fears that the new 


2. Centre for Monitoring Indian Economy (CMIE), Basic Statistics Relating to the Indian Economy: AH 
India, vol. 1 (Bombay, 1989). 

3. W.A. Lewis, "Economic Development With Unlimited Supplies of Labour", Manchester School, vol. 22 
(1954), po. 139—191. 

4. Ragnar Nurkse, Problems of Capital Formation in Underdeveloped Countries (Oxford: Basil Blackwell, 
1953). 

5. -Perspective Planning Division, Government of India, Notes on Perspective of Development: India 
1960-61 to 1975-76 (New Delhi, 1964). 
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technology would result in the displacement of labor which could not be 
accommodated in the non-primary sectors. This, along with the problem of 
finding a market for the additional food production, led to an emphasis on 
recistribution during the Fifth Five-Year Plan. 

The experience of the Fifth Plan (1974-1979) showed that planning of 
the production structure in accordance with a desirable income distribution 
does not reduce poverty. Rather, direct intervention is also required to 
bring about desired changes in the living standard. Accordingly, the Sixth 
Plan (1980-1985), which attempted to reduce poverty to 30 per cent of the 
population, adopted programs that generate self-employment by providing 
the poor with productive skills and assets. 

The Seventh Plan (1985-1990) attempted to integrate poverty allevia- 
tion programs into other developmental activities in rural areas by aiming 
to ensure that the benefits accrued to the poorer sections of the population. 
The Eighth Plan (1990-1995) aims to reorient development policy by giving 
primacy to the "immediate and urgent needs of the poor’. It seeks to provide 
"employment opportunities to all at minimum wages" and "access to adequate 
means of livelihood and skills and all basic necessities’. These objectives are 
to be achieved by increasing investment allocation to rural development; 
directing investments to areas with a high concentration of poverty and 
unemployment; efficient utilization of such resources; and promoting 
labor-intensive and energy/capital-saving techniques of production. | 

Having examined the growth strategy pursued, it is worthwhile as- 
sessing the economic performance of India since the inception of planning. 
According to the provisional estimates made by the Central Statistical 
Organization (CSO) of India, the gross national product (GNP) for 1989/90 
is Rs 392,524 crores and per capita national income is Rs 4,252.40, one of 
the lowest in the world. 

The growth process in the post-independence period has not been very 
stable.. Two successive years of severe drought ravaged the economy in 
1965/66 and 1966/67. There was another serious drought in 1979/80. Sub- 
sequently, gross domestic product (GDP) growth has been relatively stable 
and the growth profile has shifted upward quite markedly. Accordingly, the 
period 1950/51—-1988/89 is divided into three sub-periods. A profile of the 
macroeconomic performance during these periods shows that trends in the 
growth rates were generally poor until the 1980s (see Table 1). In the 
process, the economy became more resilient in withstanding poor growth 
and fluctuations in agriculture. The table also shows that there was a 
slowdown in the second sub-period, especially noticeable in industry, and 
that tertiary sector growth has also accelerated in recent years.’ 


6. World Bank. op cit. 1 crore = 10,000,000. 
7. This slowdown has been the subject of a large literature, See, for example, I.J. Ahluwalia, Industrial 
Growth in India: Stagnation Since the Mid-sixties (New Delhi: Oxford University Press, 1983) 
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Table 1: Growth in Output 
(At 1980/81 Prices) 


1950/51 1967/68 1980/81 1950/51 
to to to to 

1964/65 1979/80 1988/89 1988/89 
Gross National Product 3.90 3.57 5.02 3.73 
Net National Product 3.73 3.43 4.88 3.55 
Per Capita Net National Product 1.69 1.12 2.75 1.34 
Primary Sector Gross Domestic Product 2.61 2.10 2.86 2.35 
Secondary Sector Gross Domestic Product 6.86 4.43 6.91 5.35 
Tertiary Sector Gross Domestie Product 4.60 4.49 6.42 4.67 
Total Gross Domestic Product 3.95 3.45 9.23 3.74 


Note: The growth rates have been estimated from semi-log trend functions. 


Source: Based on national accounts statistics given by the Ministry of Finance, Economic Survey 
1989-90 (New Delhi, 1990). 


According to provisional estimates of the 1991 census, the population 
of India at the "sunrise of March 1, 1991" stood at 844 million. Population 
growth has accelerated since 1951,? nullifying much of the effect of develop- 
ment, as the death rate declined faster than the birth rate. The decline in 
the death rate has been primarily due to improvements in medical 
facilities; the contribution of improvements in general living standards has 
been marginal. India is still considered to be passing through the second 
stage of the "demographic transition". The population is predominantly 
rural, accounting for about 77 per cent of the total population. 


Poverty and Income Distribution 
The objective of economic development is essentially the promotion of 


the economic welfare of the population. Economic welfare depends upon 
aggregate GNP growth, its distribution and a host of other variables such 


8. R. Cassen, India: Population, Economy, Society (London: MacMillan, 1978). 
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as access to education, health and safe drinking water. Therefore, a com- 
prehensive analysis of growth performance and welfare change requires 
scrutiny of various welfare indicators. 


Trends in Income Distribution. Total income of an individual (and 
hence personal income distribution) depends upon the distribution of 
ownership of factors of production and factor prices. India does not have 
comprehensive and comparable data on the distribution of ownership of 
factors of production. The sample survey data collected by the National 
Sample Survey Organization (NSSO) in different years give some informa- 
tion on the distribution of ownership holdings and operational holdings in 
rural India. The NSSO surveys for the years 1953/54, 1966/67, 1970/71 and 
1981/82 show a steady increase in the number of operational holdings but 
a steady decrease in the total as well as in the average area of operational 
holdings in rural India. The Lorenz ratios, on the other hand, do not show 
any improvement in the distribution of operational landholdings over the 
years. The same data show that assets other than land are much more 
equally distributed than operational holdings. 

Time series data on the functional distribution of income are available 
at the national level by sectors. The National Accounts Statistics (NAS) 
provide data on NDP in four principal categories: (i) compensation of 
employees, i.e., wages and other payments to hired labor; (ii) interest; (iii) 
rent; and (iv) profits and dividends. India has a large unorganized sector 
where many households are self-employed and work on their own account, 
simultaneously earning all the four categories of income in different 
proportions. These constitute mixed income and are shown as such in the 
NAS. 

Mixed income and compensation of employees together constitute 
nearly 90 per cent of NDP in the primary sector. Their share has tended to 
decline over the years. Interest and profits and dividends have increased 
their shares. However, there has been a phenomenal increase in the 
workforce depending on wage and self-employment. This would imply that 
average income disparities in the rural sector have widened over the years. 

India does not have direct estimates of income distribution on a time 
series basis. The National Council of Applied Economic Research (NCAER) 
has conducted nationwide surveys at irregular intervals. From these, the 
Lorenz ratios for rural India are 0.46 for 1967/68 and 0.39 for 1975/76.9 
However, it is difficult to interpret these results because NCAER’s concepts 
of income vary between surveys, sample size is inadequate, and income 
does not include the imputed rental value of owner-occupied houses. 


9. National Council of Applied Economic Research (NCAER), Household Income and Its pass (New 
Delhi, 1980). ; 
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In the absence of time series data on income distribution, it is cus- 
tomary to use NSS data on consumption distribution as a proxy. The use 
of consumption as a proxy for income is justified on the grounds that they 
are highly correlated in a poor country such as India, and that consumption, 
rather than current income, is a better proxy of permanent income. For 
consumption distribution, the Lorenz ratio for rural India does not show 
any sustained trend, either at the national or state level, but simply 
fluctuations over time. However, these data are at current prices and are 
not adjusted for the differential impact of inflation which has hit the poor 
more adversely than the rich. Price-adjusted distributions show an increas- 
ing trend in inequality until 1977/78 for states such as Kerala, Tamil Nadu 
and West Bengal.!° 


Trends in Poverty. Poverty estimates are generally based on the 
NSSO consumption data. For such estimates, the choice of a norm is very 
important. Estimates of poverty, using a poverty line of Rs 15 at 1960/61 
prices for rural India and corresponding poverty lines for rural areas of 
different states, following Bardhan’s methodology,!! do not show any con- 
sistent trend (see Tables 2, 3, 4, and 5). They show fluctuations as expected 
in a monsoon-dependent agrarian economy. But, on the whole, poverty 
increased between 1960/61 and 1967/68, and declined thereafter. In 
1986/87 the absolute number of the poor in rural India was approximately 
153 million, lower by only 25 per cent from about 203 million in 1970/71, 
even though poverty ratios had declined by 45 per cent during the same 
period. 

The head count ratio does not satisfy the monotonicity and transfer 
axioms postulated by Sen.!? Accordingly, the Sen index of poverty, which 
satisfies those axioms, is estimated at the national as well as at state levels. 
These estimates also show a pattern similar to the head count ratio.1? 

Some households suffer from transient rather than chronic poverty. 
The economic position of a household varies from year to year, depending 
upon a good or bad harvest, and within a year, due to the seasonality of 
employment and wage earnings. A study by the International Crops Re- 
search Institute for the Semi-Arid Tropics on agricultural households in 
Central India during 1975—1983 showed only 12 per cent of the households 
to be above poverty all the time. Forty-four per cent were poor for six or 


10. M.H. Suryanarayana, "The Problem of Distribution in India's Development: An Empirical Analysis" 
(Ph.D. dissertation, Indian Statistical Institute, Calcutta, 1986). 

11. P.K. Bardhan, "On the Incidence of Poverty in Rural India in the Sixties", Economic and Political 
Weekly (1973). 

12. Amartya K. Sen, "Poverty: An Ordinal Approach to Measurement", Econometrica, vol. 44, no. 2 (1976), 
pp. 219-231. 

13. M.S. Ahluwalia, "Rural Poverty in India: 1956—57 to 1973-74", in India: Occasional Papers, Staff 
Working Paper (Washington, D.C.: World Bank, 1978), pp. 1—92. 
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more years while 19 per cent were poor every year.!* The NSS in 1983, on 
the other hand, showed that 81 per cent of the rural households had 
adequate food throughout the year; about 16 per cent during some months 
only and 2 per cent did not have adequate food throughout the year.!? 
Generally, the average number of children per household is higher for the 
poorer households than for the non-poor. Child labor is rampant in rural 
areas where it is viewed as an additional source of income to supplement 
family earnings. 

The incidence of poverty is the highest among agricultural labor 
households (see Table 6). One important reason for this is the high in- 
cidence of unemployment. These households account for 60 per cent of total 
person-days of rural unemployment, even though they represent only 30 
per cent of all rural households. Even at the state level, it is found that the 
incidence of poverty is highest among the agricultural labor households. 
For other types of households,19 the pattern of incidence of poverty varies 
across states. 

Access to safe drinking water is an important aspect of living stand- 
ards. In 1986/87 only 16 per cent of the rural population had access to piped 
drinking water; about 37 per cent used tube well/handpump and 39 per cent 
depended upon pucca wells.?? 

In order to stabilize the general living standards and insulate the 
population against rising prices, the government sells some basic items of 
daily use to the public at controlled prices through outlets such as ration 
shops and fair price shops under the Public Distribution System (PDS). 
Among those who depend exclusively on the PDS for commodities such as 
rice and wheat, about 25 per cent are poor. The bottom 20 per cent of the 
rural households account for about 98 per cent of the rural poor. These 
households get less than 15 per cent of their total purchases of foodgrains 
from the PDS. Thus, PDS's role in supplementing the consumption level of 
the poor seems to be limited. 

Food subsidies, as measured by per capita public distribution of 
foodgrains, vary across states. The lowest are in poorer states such as 
Bihar, Madhya Pradesh, Rajasthan and Uttar Pradesh. Food subsidies, 
particularly in states such as Kerala which has an efficient public distribu- 
tion system, are progressive. The poor in these states get nearly two thirds 


14. World Bank, op. cit. 

15. National Sample Survey Organization (NSSO), "Results on Per Capita and Per Consumer Unit Per 
Diem Intake of Calorie, Protein and Fat and Perception of the People on Adequacy of Food," Sarvekshana, 
vol. 13, no. 2 (October-December, 1989), p. S~205. 

16. S. Mahendra Dev, "Regional Disparities in Agricultural Labour Productivity and Rural Poverty in 
India", The Indian Economic Review, vol. 23, no. 2 (1988), pp. 167—205). 

17. NSSO, "A Profile of Households and Population by Economic Class and Social Group and Availability 
of Drinking Water, Electricity and Disinfection of Dwellings—-NSS 42nd Round (July '86—87)', Sarvek- 
shanc, vol. 13, no. 4 (April 1990), pp. 1-9. 
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of their consumption from ration shops. In recent years the rural areas of 
many states have been obtaining foodgrains from the PDS. 

The poor spend about 80 per cent of their total expenditure on food 
(see Table 7). Yet they do not get adequate nutrition in terms of calories 
and fat. This picture is also valid at the state level with varying intensity. 
The problem is particularly serious for children whose development gets 
stunted because of malnutrition. Child malnutrition (modest and severe) 
has been found to be extensive in all states except Kerala.!? 

By and large, the poor have little formal education. Low investment 
in human capital prevents them from taking up jobs in the formal sector. 
Instead they enter the informal sector as casual laborers or are self- 
employed. Illiteracy is highest (75.8 per cent) among the laborers, followed 
by the self-employed (61.6 per cent) and the lowest among others (41.9 per 
cent).1? 


Poverty and Land Resources 


One of the most important assets in rural areas is agricultural land. 
In India, as in other developing countries, poverty is inversely related to 
the size of landholdings (see Figure). Access to land reduces poverty. With 
the tenancy system and the availability of common property resources, a 
poor household can operate or use land without having ownership rights. 
The evidence indicates that in rural India, up to the early 1980s, the 
number of marginal and small owners, as well as the total area of land they 
own, increased while the importance of large farms decreased. Thus, there 
was an overall improvement in the landholding structure although there 
was inequality in ownership.”° 

Estimates of inequality in landholdings need to be carefully inter- 
preted as there are regional disparities in the structure of ownership as 
well as in operational holdings and family size is not taken into account. It 
has been suggested that inequality in holdings per capita may be lower 
than inequality per household.^! Moreover, inequality adjusted for soil 
quality may be lower than unadjusted estimates.?? Under the tenancy 
system, some of the poor can have access to land without having ownership 
rights. The National Sample Survey (NSS) data show that the percentage 
of land under tenancy, which remained stable in the 1960s, declined during 


18. National Nutrition Monitoring Bureau, ICDS: An Assessment (Hyderabad, 1983). 

19. NSSO, op. cit. 

20. It may be noted here that the stress is on land resources. However, as shown in the previous section, 
non-land assets are also gaining importance in rural areas. 

21. Inderjit Singh, Tenancy in South Asia, Discussion Paper, no. 32 (Washington, D.C.: World Bank, 
1988). 

22. See Surjit S. Bhalla, "Does Land Quality Matter? Theory and Measurement", Journal of Development 
Economics, vol. 29, no. 1 (1988), pp. 45—62. 
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Table 7: Nutritional Status of the Poor-Rural India (1972/73) 


Percent- 
age of Percentage 
Monthly Estimated Monthly of Food 
Per Capita Per Capita Per Diem Intake Number Per Capita Expenditure 
Expenditure Energy Protein Fat of Expendi- to Total 
Class (Rs) (Kcal) (grams) (grams) Persons ture (Rs) Expenditure 
Poor 
0-13 716 21.80 5.60 1.67 10.38 81.41 
13-15 1055 30.40 7.10 1.34 14.01 82.73 
15-18 1220 34.60 8.50 3.36 16.49 82.65 
18—21 1398 39.70 10.00 5.13 19.46 82.52 
21—24 1586 44.90 12.20 6.46 22.41 82.41 
24—28 1743 49.70 13.60 10.09 25.91 81.68 
28-34 1944 54.40 16.40 15.58 30.86 81.70 
Poverty Line: Rs 33.75: Non-Poor 
34-43 2210 61.10 21.80 19.07 38.14 78.85 
43-55 2538 69.90 28.20 16.25 48.24 75.56 
55-75 2929 80.80 36.40 11.87 63.20 71.56 
75-100 3439 93.60 50.10 5.31 85.26 66.05 
100—150 4110 109.20 67.40 2.90 118.00 59.42 
150-200 5521 135.20 84.90 0.56 170.32 52.00 
200 and above 6991 177.80 138.90 0.47 342.81 38.22 
All Classes 2266 62.70 24.50 100.00 43.91 72.81 


Source: National Sample Survey Organization, "Tables on Per Capita Per Diem Intake of 
Nutrients,” Sarvekshana, vol. 6, nos. 3—4 (January-April 1983), p. 85. 
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FIGURE 
Inverse Relation between 
Cultivated Land Area and Poverty, 1987/88 
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the 19708.?? Land augmenting technical progress, increase in land produc- 
tivity and tenancy legislations could be responsible for the decline. There 
has also been a decline in sharecropping, from 57 per cent of total leased- 
out area to 46 per cent during the 1970s.?* It has been argued that the 
tenurial system, particularly sharecropping, has been a barrier to the 
adoption of new technology in agriculture and less efficient than owner- 


28. National Sample Survey Organization (NSSO), "Results on Per Capita and Per Consumer Unit Per 
Diem Intake of Calorie, Protein and Fat and Perception of the People on Adequacy of Food", Sarvekshana, 
vol. 13, no. 2 (October-December 1989), p. 5-205. 

24. Thereisevidence, however, based on the data for leased-in areas, that indicates that the sharecropped 
area has not declined in 1982 compared with 1971/1972. See G. Parthasarthy, "Lease Market, Poverty 
Alleviation and Policy Options", Economic and Political Weekly, vol. 26, no. 13 (1991), pp. A31—A38. 
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operated farms. A comprehensive empirical survey, however, found that 
landlords took a keen interest in investment on their tenants’ land and 
shared in the cost of new inputs so as to encourage tenants to use them.”° 

Common Property Resources (CPRs) play a significant role in the life 
of the rural poor. CPRs are the resources accessible to the whole community 
of a village to which no individual has exclusive property rights. A study 
based on data from over 80 villages in dry regions reveals a significant 
contribution by CPRs toward employment and income generation for the 
rural poor. Over the last 30 years, large-scale privatization of CPRs has 
occurred to help the poor, but 49—86 per cent of the privatized CPRs were 
eventually with the non-poor in different areas.?® 

Agriculture is the main source of income for the rural poor. Agricul- 
tural prices, particularly foodgrain prices, have an impact on the living 
standards of the poor as they are net buyers of food. One study found a 
strong inverse relationship between agricultural per capita value added 
and the incidence of poverty during the period 1956/57 to 1973/74.?? The 
results at the state level are somewhat mixed. The study concluded that 
the "trickle-down mechanisms" operated in rural India over the period 
analyzed,?? though there was very little to trickle down at the All India 
level.29 

Raising agricultural production has important implications for pover- 
ty alleviation because: (i) an increase in agricultural production can keep 
consumer prices in check; (ii) the development of crops such as pulses and 
coarse cereals is necessary for improving the nutritional standards of the 
population, particularly the poor; and (iii) the development of agriculture 
increases the demand for labor which raises the purchasing power of the 
poor. 


25. P.K. Bardhan and A. Rudra, "Terms and Conditions of Sharecropping Contracts: An Analysis of 
Village Data in India", Journal of Development Studies, vol. 16 (1980), pp. 287—302. 

26. N.S. Jodha, "Common Property Resources and Rural Poor in Dry Regions of India,” Economic and 
Political Weekly, vol. 21, no. 27 (1986), pp. 1169-1181. 

27. Ahluwalia, op. cit., pp. 1-92. 

28. For an examination of the time series variations in rural poverty, see A. Saith, "Production, Prices 
and Poverty in Rural India", Journal of Development Studies, vol. 17, no. 2 (1981), pp. 196-213; and 
Griffen and A.K. Ghosh, "Growth and Impoverishment in the Rural Areas of Asia", World Development, 
vol. 7 (April-May 1979). In recent years, decomposition exercises have explained the roles of growth and 
distribution in the observed change in the incidence of poverty. For details, see L.R. Jain and S.D. 
Tendulkar, "Role of Growth and Distribution in the Observed Change in Headcount Ratio Measure of 
Poverty: A Decomposition Exercise for India", Indian Economic Review, vol. 25, no. 2 (1990), pp. 165—205; 
N. Kakwani and K. Subba Rao, "Rural Poverty and Its Alleviation in India", Economic and Political 
Weekly, vol. 25, no. 13 (1990), pp. A2-A16; and Gaurav Dutt and Martin Ravallion, Growth and 
Distribution Components of Change in Poverty Indices, Planning and Research Working Paper 
(Washington, D.C.: World Bank, April 1990). 

29. T.N. Srinivasan, “Agricultural Production, Relative Prices, Entitlements and Poverty", in Agricul- 
tural Change and Rural Poverty, ed. J.W. Mellor and G. Desai (New Delhi: Oxford University Press, 1985), 
pp. 41-53. 
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The high-yielding variety (HYV) technology introduced in the mid- 
1960s increased agricultural productivity but did not cover all the crops 
and all the regions in India. A study of agricultural development at the 
level of the districts showed that, apart from technology (represented by 
fertilizer consumption), other factors such as extension efforts, markets, 
roads, the literacy of labor and agroclimatic endowments are also impor- 
tant in raising agricultural output in different states.°° 

During the first three plans, the government tried to overcome institu- 
tional barriers to growth and equitable distribution by concentrating on 
land reforms. Beginning with the Green Revolution, the government has 
also provided incentives to farmers in the form of various subsidies on 
fertilizer, water and power, and assured a market through procurement for 
PDS. Irrigation and fertilizer use per hectare does not vary much across 
size class of farmers. This would imply that these subsidies follow the same 
pattern of distribution as that of land. There is also considerable interstate 
variation in the distribution of these subsidies. - 


Poverty and Human Resources 


The majority of the rural poor are marginal and landless farmers, 
agricultural laborers and other assetless non-agricultural workers. An 
examination of the changing conditions of these workers would provide a 
better understanding of the relationship between poverty and human 
resources. 

The NSS provides employment characteristics on the basis of sample 
data for which comparable information is available for the years 1972/78, 
1977/78, 1983 and 1987/88. Worker participation rates relating to the usual 
status were around 54 per cent for males and 32 per cent for females in 
rural areas in 1987/88. They were lower in urban areas. However, all the 
workers classified under usual status were not employed all the time. 
According to the daily status, only about 50 per cent of males actually had 
work in 1987/88. while 54 per cent were categorized as workers according 
to the usual status. The difference between daily and usual status is more 
marked for rural females. 

In India the extent of unemployment measured in terms of the daily 
status is considerably higher than with reference to the usual status. While 
barely 2 per cent of the male workers report themselves to be chronically 


30. See K.S. Parikh, S. Mahendra Dev and S.M. Deshpande, Role of Technology in Agricultural Develop- 
meni in India, Discussion Paper, no. 41 (Bombay: Indira Gandhi Institute of Development Research, 
1991). 

31. See K.S. Parikh and M.H. Suryanarayana, Food and Agricultural Subsidies: Incidence and Welfare 
Under Alternative Schemes, Discussion Paper, no. 22 (Bombay: Indira Gandhi Institute of Development 
Research, 1990). 
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unemployed, unemployment measured on the basis of current daily status 
represented over 5 per cent of the labor force in 1987/88. The corresponding 
figures for females were 2.4 per cent and 6.7 per cent, respectively. In the 
absence of unemployment insurance, very few people in the rural areas can 
afford to remain idle over a long period, and most of them would accept any 
available work. Consequently, the usual status unemployment is unlikely 
to be closely related to the standards of living of the households.?? Indeed, 
the problem of underemployment is far more severe than chronic unemploy- 
ment. Seasonal unemployment is high, given that many are wholly depend- 
ent on agriculture, particularly among the self-employed and agricultural 
laborers. According to the NSS, about 20 per cent of the usually employed 
males and 18 per cent of usually employed females are underemployed (that 
is, available for additional work) in rural areas in 1983. Underemployment 
is highest among casual laborers, particularly among those usually 
engaged in agricultural activities (about 33-39 per cent).?? 

Generally, rural workers can be divided into three categories: (i) 
self-employed; (ii) regular wage/salary earners; and (iii) casual laborers. In 
1972/73 about 65 to 66 per cent of rural workers were found to be engaged 
in self-employment. By 1983 their share declined to 62 per cent. The decline 
was mainly in agriculture for males and in non-agriculture for females. The 
proportion of regular employees also declined over time. The share of casual 
laborers, however, increased significantly in both agriculture and non- 
agriculture; that is, rural workers were turning to casual work. This was 
the case in most of the Indian states.?* Casual workers were the poorest 
class, 58 per cent of them were below the poverty line, whereas only 32 per 
cent of the self-employed were poor. Clearly, the anti-poverty programs 
need to give more attention to the casual laborers.?9 

Rural poverty can be reduced if rural non-agricultural employment 
grows. Indeed, rural employment shows a significant and sustained ten- 
dency toward diversification. Between 1972/73 and 1987/88, the share of 
workers in non-agriculture increased from 17 to 26 per cent for males and 
from 10 to 15 per cent for females. However, there are considerable inter- 
state variations in the proportion of non-agricultural employment in rural 
areas. In a recent study, variations in the share of non-agricultural employ- 


32. For the trends in unemployment rates over time, see next section on macroeconomic policies and their 
impact on poverty. 

33. For further details on underemployment, see NSSO, "A Note on the Third Quinquennial Survey on 
Employment ànd Unemployment: 38th Round (January-December 1983)," Sarvekshana, vol. 11, no. 4 
(April 1988), pp. 1-74. 

34. A. Vaidyanathan, "Labour Use in Rural India: A Study of Spatial and Temporal Variations", Economic 
and Political Weekly, vol. 21, no. 52 (1986), pp. A130—A146. 

35. S. Mahendra Dev, "Poverty of Agricultural Labour Households in India: A State Level Analysis’, 
Indian Journal of Agricultural Economics, vol. 43, no. 1 (1988), pp. 14-25. 
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ment across 56 agroclimatic regions were examined.?86 Three explanatory 
variables, the person-day unemployment rate, land productivity and the 
Gini coefficient of the concentration in rural assets, accounted for about 60 
per cent of the interregional variations in the shares of rural non-agricul- 
tural employment. This study also provided estimates of poverty for major 
industry groups in the rural non-agriculture sector. It showed that the 
incidence of poverty in non-agriculture was lower than in the agriculture 
sector in many states, and lower in services than in the manufacturing 
sector. These results should not be construed as implying that workers 
should not be shifted to rural industries; the rural industries should 
instead be rendered more productive through the provision of investment 
and better technology. However, the quality of employment in rural 
manufacturing may differ from state to state. 

Good health and educational attainment are obviously important for the 
rural poor to raise their standard of living. The poor generally remain 
susceptible to ill health and malnutrition and underutilize health services. 
The priority health issues are water and sanitation, family planning, and 
improvement in primary health centers and immunization schemes. Several 
pregrams have been implemented, some recent ones being the 1982 National 
Health Policy, the 1986 revised Family Welfare Strategy to strengthen 
mother and child health care and provide family planning information and 
services, and the Integrated Child Development Services scheme, which 
began in 1975 to deliver a package of basic services to children under six and 
to pregnant and lactating women.?? However, despite all these programs, 
health services remain inadequate. Public spending on health-related ser- 
vices amounted to only 1.6 per cent of GDP in 1986/87. 

The 1991 population census shows that the literacy rate in India has 
increased from 43.6 per cent in 1981 to 52.1 in 1991. There are considerable 
interstate variations in literacy rates, from 91 per cent in Kerala to 39 per 
cent in Bihar or Rajasthan. The literacy rates for women are much lower 
than those for men in many states. In the context of the literacy of the poor 
in India, the problems of relative neglect of primary education and high 
dropout rates from schools are often mentioned. 

The above discussion on health and education reveal priority areas for 
improving the standards of living of the poor. In this connection, there are 
four priority states, namely, Bihar, Madhya Pradesh, Rajasthan and Uttar 
Pradesh. These four states constitute about 40 per cent of the country’s 
population. The performance of these states in terms of health and educa- 
tion is much poorer than that of the country (see Table 8) and, therefore, 
they should be given priority in order to improve health and education. 


36. S. Mahendra Dev, "Non-Agricultural Employment in Rural India: Evidence at a Disaggregate Level", 
Economic and Political Weekly, vol. 25, no. 28 (1990), pp. 1526-1536. 
37. World Bank, India: Poverty, Employment and Social Services (Washington, D.C., 1990). 
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Table 8: Indicators of Health and Education for 
Four States and All India 


Madhya Uttar All 
Bihar Pradesh Rajasthan Pradesh India 


Rural Female Literacy 14.3 15.6 9.8 17.2 25.9 
(1987/88) 

Illiterate Adults 71.4 81.0 79.1 69.8 69.8 
(1981) 

Birth Rate 36.8 36.4 34.8 37.4 32.0 
(1986-1988) 

Infant Mortality 100.0 120.0 104.0 128.0 95.0 
(1986-1988) 

Life Expectancy 40.4? 49.0 51.9 46.2 52.3 
(1976-1980) 

Couple Protection 20.6 36.1 26.0 25.0 37.5 
Rates (1986/87) 

Hospitals and Dispensaries 40.0 43.0 64.0 48.0 91.0 


per 100,000 persons 


a Refers to 1970. 


Sources: Center for Monitoring Indian Economy, Basic Statistics Relating to the Indian Economy 
(Bombay, 1990); and National Sample Survey Organization, Key Results of Employment 
and Unemployment Survey, All India, Part I, vol. 1, NSS 43rd Round, July 1987~—June 1988 
(New Delhi, 1990). 


Economywide Policies and Poverty 


An increase in the real incomes of the poor can be achieved by: (i) 
providing them with more assets such as land (e.g., through redistribution) 
or skills (through education and training) which increase their income- 
earning capabilities; (ii) increasing the value of their assets which is mainly 
unskilled labor (through increasing the demand for such labor); (iii) reduc- 
ing the real cost of food on which the poor spend the greater part of their 
incomes; or (iv) increasing their incomes through transfers. All these call 
for policies for rapid economic growth and/or redistribution. However, 
industrialization was based on a heavy industry first strategy (machines 
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to build machines). Self-reliance also required that technology imports 
were restricted to one-off imports and subsequent assimilation of the 
imported technology. Thus, reduction in the import content, rather than 
the domestic resource cost of production, became the guiding parameter of 
the drive towards self-reliance. 

This strategy led to a number of problems. Development of heavy 
industries involved large investment with high capital/output ratios, long 
gestation lags and required large imports of capital goods. The gestation 
period was unduly long, owing to inadequate infrastructure, lack of ex- 
perience and the necessity of learning by doing. Obviously, this factor 
increased the costs which were passed on to all industries using these 
inputs. In order to protect the high-cost domestic industry against foreign 
imports, trade was restricted and protection was provided through high 
tariff and quotas. To stimulate investment in spite of the high costs of 
domestically produced capital goods, capital was subsidized, resulting in 
distorted factor prices, and in a choice of more capital-intensive techniques 
than would have been appropriate, given the factor endowments of the 
country. 

The slow growth of the economy (3.5 per cent on the average over 
1950-1980) and employment (1.83 per cent growth in the organized 
manufacturing sector employment over 1971-1986) did not help much in 
reducing poverty as the population increased at a rate exceeding 2.2 per 
cent. 

The inward-looking development strategy implemented through 
bureaucratically controlled quantity restrictions started to move gradually 
toward liberalization in 1980. This has resulted in a significant increase in 
the growth rate of the economy, exceeding 5 per cent over the 1980s 
compared with 3.6 per cent over the previous three decades. This higher 
growth rate has also resulted in reduced unemployment over the period in 
rural areas. The number of person-days of unemployment has decreased 
for both rural males and females. For both urban males and females the 
unemployment rate has not shown any uniform trend-since 1972/73, though 
over the 1980s it has come down for males and increased for females. 
However, in terms of persons employed by what is known as usual status, 
the situation did not improve in the 1980s. Why has regular employment 
not increased as fast as employment in terms of person-days? An examina- 
tion of India’s industrial and labor policy may shed light on this issue. 


Industrial Policy. Despite a buoyant growth rate of industrial out- 
put in the 1980s, the growth of industrial employment has remained low. 
Employment in organized manufacturing grew at 2.4 per cent per annum 
over the period 1971-1981 and at 0.6 per cent per annum over 1981-1986. 
A study by the World Bank, which gives data on effective protection in 
Indian industries and the associated capital/labor ratios, shows that the 
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highly protected industries have a capital/labor ratio that is 5 times higher 
than for industries that receive little protection.?? These industries employ 
77.7 per cent of the total people engaged while using only 43.1 per cent of 
the total fixed capital, whereas the highly protected industries, with 53.2 
per cent of the fixed capital, employ only 18.5 per cent of total people 
engaged. The output of some of the highly protected industries may not be 
easily tradable. However, if only 50 per cent of the capital from highly 
protected industries had the same capital/labor ratio as the industries with 
little protection, industrial employment would have been 40 per cent 
higher. This indicates the cost in terms of lost employment due to the 
adherence to an inappropriate development strategy. 

Why has employment growth slowed down over the 1980s? Over the 
period 1979/80 to 1984/85, real cost of labor (nominal emoluments per worker 
deflated by the wholesale price index of manufacturing) increased by 7.2 per 
cent per annum in organized manufacturing. World Bank estimates of labor 
demand functions point to a significant trade-off between real cost of labor 
and employment.?? It could be surmised that during the 1980s rising labor 
costs could not be adequately offset by faster growth in manufacturing value 
added. The real cost of organized labor has been well above the costs of 
unorganized labor. Furthermore, labor laws make it extremely difficult to 
retrench any worker. Even economically non-viable units are not permitted 
to close down. Along with job security a number of other benefits are provided 
to workers without linking them to the productivity or even the profitability 
of the enterprise. 

About 50 per cent of the capital formation in the Indian economy since 
1965/66 has been in the public sector. More than two thirds of employment 
in the organized sector is in the public sector and it generates around 55 per 
cent of the value added in the organized sector. Unfortunately, the public 
sector has failed to generate surpluses and its gross savings have been less 
than 40 per cent of the investment in the public sector from 1950 to 1985. 
The poor performance of the public sector has significantly lowered the 
growth rate of the economy and has pushed wages higher in the organized 
sector as a whole. This has led to the choice of relatively more capital-inten- 
sive techniques and further constrained the growth of employment. The 
location of public sector enterprises to promote regionally balanced in- 
dustrialization has not been successful. Politically determined locations 
involve some economic costs. While these may be considered acceptable from 
the viewpoint of regional equity, the chosen location of the large public sector 
enterprises does not seem to have stimulated development of other industries 
in the area. Thus, Bihar, for example, continues to remain industrially 
underdeveloped in spite of having many public sector heavy industry units 
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and plentiful mineral resources. It could be that a labor force spoiled by public 
sector indulgence does not attract private entrepreneurs. 


Food Policy. Food policy plays a critical role in determining poverty 
in any country and particularly in a poor country such as India. The 
government has attempted to solve the dilemma posed by the need for high 
agricultural prices to provide incentives to domestic producers and the 
desirability of low food prices for the consumers by setting low prices for 
agricultural products, coupled with low prices for agricultural inputs such 
as fertilizer, water and electricity to protect producer interests. A dual 
pricing system operated through the PDS which protects agricultural 
producers against fluctuations in their incomes through price support 
operations and consumers from food price rises in a bad agricultural year. 
These policies have by and large succeeded so far in containing food price 
rises to modest levels, which have helped in keeping inflation at single digit 
levels for most of the past 40 years. 

There has been a modest decline in the barter terms of trade for 
agricultural producers. Thus, producers have not been fully compensated for 
changes in input prices by changes in output prices. However, in addition to 
subsidized inputs, agricultural producers also receive other subsidies such 
as cheap credit (and more recently loan write-offs), and agricultural income 
is exempt from central income tax. On the whole, it seems the government’s 
agricultural pricing policy has managed to keep output prices at relatively 
low levels without adversely affecting farmers’ incomes. However, the food 
price policy of low input price, low output price and cheap ration involves 
subsidies from the government’s budget. These subsidies have been growing 
over time and cannot continue to grow for long. If the rising budget deficit is 
not contained, the rate of inflation will increase and its adverse impact on 
the poor will nullify the benefits of the low food price policy for the poor. Since 
these subsidies are not targeted only to the poor but include relatively 
better-off farmers, they can be trimmed without hurting the poor. In any case, 
for efficient management of scarce water and energy, better pricing of these 
inputs is needed. By rationalizing input subsidies indirectly by subsidizing 
land improving investments rather than current inputs and by better target- 
ing the PDS, the strain on the government budget can be reduced without 
sacrificing welfare measures directed toward the poor. 


Rural Development Programs. These programs aim not only to 
stimulate the growth of agriculture and the rural economy but also to 
provide employment. Some of these programs started as early as 1969/70.40 


40. For a brief history of these programs, see N.S.S. Narayana, K.S. Parikh and T.N. Srinivasan, 
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India (Bombay: North-Holland Allied Publishers, 1991). 
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They include the Small Farmer Development Agency (SFDA), a credit 
program initiated by the government in 1969-1970; the Agency for the 
Development of Marginal Farmers and Agricultural Laborers (MFAL); 
Drought Prone Área Program (DPAP); the Crash Scheme for Rural 
Employment (CSRE); Employment Guarantee Scheme (EGS); the Food 
for Work Program (FFW); and Antyodaya (another rural development 
program initiated by the Government of Rajasthan in 1977).*! An analysis 
shows that Rural Works Programs (RWPs) are an effective instrument for 
virtually eliminating hunger at modest cost in terms of growth, if well 
planned and executed. RWPs create a demand for unskilled laborers, 
which in turn increase their earnings. In the absence of any radical 
redistribution of rural assets (particularly agricultural land) and without 
creating additional demand for unskilled labor, the possibilities for improv- 
ing the incomes of the rural poor in India's mixed economy are very limited. 
It may be suggested that by making rural unskilled labor less dependent 
' on the rural land-owning rich, RWPs may reduce the social and economic 
power of the latter. In anticipation of this, the rural rich may oppose them. 
However, RWPs may also benefit the rich as they improve rural infrastruc- 
ture, thereby increasing the productivity of land. 


Global Economic Environment ànd the Rural Poor 


The global economic environment can affect a country's domestic 
policy options through its attempts to guard itself against the adverse 
influence of the global economy. India decided to insulate itself to a 
considerable extent from the global economy and in the process denied 
itself possible gains from trade and has become less capable of withstand- 
ing global shocks. Thus, the general global environment cannot be held 
responsible for poverty in India. Nevertheless, specific influences from the 
global economy have affected the poor. 

The availability of cheap foodgrain imports against rupee payments 
from the United States, under its PL480 scheme in the 1960s, helped India 
manage two severe droughts. Imports lowered agricultural and food prices 
and provided budgetary support to the government—part of which led to 
higher gross domestic capital formation, for example, in irrigation. The net 
impact on the rural poor of the loss of income due to changes in the terms 
of trade for agriculture and the gain in income due to additional employ- 


` 41. For a detailed review of some of these programs, see Planning Commission, Government of India, 
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ment opportunities created by a faster growth of irrigation is difficult to 
assess but is most likely to have been small. Overall, the persistence of 
poverty in rural India cannot be easily blamed on the temptation offered 
by the availability of cheap foodgrain imports under PL480. 

With India’s limited scope to adjust critical imports, the two oil shocks 
of 1973 and 1979 could have been disastrous. The first shock was followed 
by inflation and political instability. The growth process was disrupted, 
and it is reasonable to assume that the poor became worse off. The second 
oil shock, however, was moderated by the export of labor to the Middle East 
and the flow of remittances from that labor. 

The prospective changes in the global economy and the likely forma- 
tion of trading blocs will make it harder for India to expand its exports. To 
the extent that this will restrict the growth rate of the domestic economy, 
the process of poverty alleviation may be slowed down. The economy and 
the poor need a free trading global economy to improve India’s export 
opportunities, rather than a restrictive trade environment. An outward 
orientation is still the best policy as it will increase efficiency and promote 
faster growth of employment. Furthermore, since India’s share of the global 
merchandise trade is only 0.6 per cent, it should be able to expand it even 
if a restrictive trade environment emerges. 

Finally, the emerging global concern of the effect of greenhouse gases 
should not impose the unfair burden on developing countries of tackling a 
problem created by the industrial nations to support their unsustainable 
life-styles. India should be given its fair share of the carrying capacity of 
the earth’s atmosphere; it would then be free to pursue its own environ- 
mental priorities. In the allocation of resources, improvement of the local 
environment in urban slums and restoration of rural commons, the supply 
of clean water, and the provision of sanitary facilities should get a higher 
pricrity than greenhouse gas emission control. The quality of life of the 
rural poor in India may then improve. 


Political Economy of Poverty 


In India politics plays an important role in affecting the standards of 
living of the poor. The state cannot bypass the poor because of the 
democratic form of government in the country. However, various interest 
groups try to influence both the government and the poor to suit their 
interest. What is the framework under which the political economy works 
in India? What are the interest groups and how important are they? Why 
are the policies what they are? What is the role of the poor in the political 
process? 

The usual Marxian framework of "class structure" does not seem to be 
operating in the Indian economy because of the marginality of the two 
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major classes in the Marxian analysis, namely, labor and capital. Only 
around 10 per cent of the workers in the country are in the organized 
economy, whereas the private capitalist relies on the patronage and protec- 
tion of the state for its profits and security. The presence of the state as a 
third actor reinforces the marginality of class politics. The state dominates 
the country’s industrial and financial capital, as well as employment, in 
the organized economy. 

It has been shown in one study that centrist politics rather than class 
politics has dominated in India.* The political economy of India has been 
explained in terms of command and demand politics. In the study model of 
demand politics, voter citizens are sovereign. Citizens’ preferences are 
expressed through party competition in election and through repre- 
sentation by interests, classes, communities and movements. The com- 
mand policy is represented through state sovereignty and state hegemony 
over policy and politics. The links between command and demand politics 
and economic policy and performance have to be understood in the context 
of changing conceptions and the goals for development and the ways to 
achieve them. 

The major demand groups, which include some form of organized 
interests, are industrial workers in the private industrial sector, including 
small-scale manufacturers, students and agricultural producers. Apart 
from these, there are many other groups with overlapping interests or 
loyalties that compete for a larger share in the overall cake; these groups 
(except the household informal sector and landless laborers) are satisfied 
with the present policies of the government as their demands are met. 

Industrial workers have managed to delink wages from productivity 
and contributed, to a large extent, to the losses of public sector undertak- 
ings and to industrial sickness in the private sector. Private industrial 
capital supported the import-substitution strategy adopted in India since 
independence. The bureaucracy and the intellectuals with leftist ideologies 
have also encouraged this strategy. Small industrialists have increased 
employment in the country but at the cost of efficiency in the utilization of 
resources. 

In rural areas, due to the demands of the rich and middle-income 
peasants, the administered purchase price (procurement price) has been 
higher than the weighted average cost of production which also includes 
the imputed value of family labor. Obviously, the poor, the majority of 
whom are net buyers of food, are directly affected by the increase in the 
prices of foodgrains. 

In spite of its political biases, the media in India has helped the poor 
socially and economically. As shown by Dreze and Sen, the media played 
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an important role in preventing famines by giving wide coverage to the 
impending drought and famine which forced the government to undertake 
immediate relief measures.*4 It also acted as a countervailing power to the 
politicians in relation to violence in elections and atrocities on tribal groups 
and the lower castes. 

The only major power of the poor in a democracy is participation in 
the election process. The poor in India can exercise their voting rights 
directly at the national and state government levels and through village 
administrative units (panchayats). Some constituencies are reserved for 
"scheduled" castes, scheduled tribes and women at all three levels. Thus, 
some parts of the most vulnerable sections of the society can participate in 
policymaking. 

Elections are, on the whole, free and fair, and the electoral verdicts 
have generally reflected voter preferences. In recent years, however, the 
ability of the election commission to maintain free and fair elections has 
been increasingly stretched in certain parts of India. While the poor are 
not organized politically, they are the most numerous. Thus, every political 
challenger sees them as a vote bank to be seized and at election time all 
political parties need them. Thus, the abolish poverty (garibi hatao) slogan 
of Mrs. Gandhi or the implementation of the Mandal Commission report 
and reservation of 49.5 per cent of the central government jobs for the 
backward castes, promised by the Janata Dal party, are the two most 
obvious examples. However, once the election is won, the reality of pressure 
groups comes into play. While many programs are started to benefit the 
poor, they are taken over by the established groups, and the benefits do not 
fully reach the poor. 

Apart from the elections, the poor can participate in demand politics 
through mobilization. In a few areas of the country, the poor are mobilized 
to press for their demands. Many weaker sections of the society are develop- 
ing their own leadership to counter the dominance of the rich, but this may 
take years to become an organized movement. 


Policy Conclusions 


As mentioned above, there are various anti-poverty policy ap- 
proaches. These include direct transfers to the poor, the lowering of the 
relative price of the main consumption goods of the poor, the provision of 
additional assets and the increase in the market value of the assets that 
they own. The most important long-term policy is to increase the demand 
for labor for productive employment resulting from economic growth and 
to augment the skills of the poor through education. 
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The PDS, along with the policy of low output price with subsidized low 
priced inputs, has aimed to increase the real value of the incomes of the 
poor. The various land ceilings legislation, land for the tiller and tenants 
rights acts have tried to provide productive assets for the poor in the 1950s 
and the 1960s. In the 1980s the Integrated Rural Development Program 
(IRDP) and other similar programs have sought to give other productive 
assets to the rural poor. Expansion of primary education and various 
agricultural extension efforts have been directed to augment the skills and 
knowledge of the rural poor. The various rural works programs have 
created additional employment for unskilled labor and hence increased the 
demand for that asset of the poor. How have these policies performed and 
what does the experience suggest for future policies? 

The PDS has, until recently, mainly served the urban population. It 
can be improved by: 


(i) expanding its coverage in rural areas; 

G1) providing coarse grains used by the poor. However, the pos- 
sibilities may be limited as the markets for coarse grains are few. 
Furthermore, their output has remained stagnant over the years 
for want of suitable and stable improved varieties and increasing 
the demand for coarse grains may push up their prices; and 

(iii) better targeting by such means as making ration provisions 
available only for a day or two at a time. This would make it 
possible for the poor with cash shortage to better avail themsel- 
ves of their ration entitlements. It will also discourage the well- 
to-do from buying rations because of the higher transaction cost. 


The low output price and subsidized input price policy has helped the 
poor. However, the present policy of low food prices through input subsidy has 
now become untenable. Tt would be better to subsidize investment and support 
agricultural research rather than subsidize current inputs—if cheap food is 
desired. Stepped-up investment in irrigation can also be targeted to backward 
areas or to poorer farmers and therefore has the potential to further help 
alleviate poverty. Expansion of irrigation also generates additional employ- 
ment. Low food prices realized through stepped-up, targeted irrigation and 
agricultural research would alleviate poverty more than input price subsidies. 

There is not much scope for redistributing land in India. In 1971/72, less 
than 5 million landholders out of 80 million agricultural households were 
considered large and operated more than 15 acres each. The average size of 
farms operated by such "large" farmers is around 30 acres. Whatever may 
have been the impact of land reforms on rural poverty, the scope for further 
redistribution or the likelihood of realizing it remains small. 

A major factor in the worsening quality of life of thelandless and 
marginal farmers is the widespread degradation and encroachment of 
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common property resources. Each village should be provided with an 
exclusive right of use to a given piece of common property, and the 
open democratic management of such property should be instituted. 
The strategy suggested by Agarwal and Narain is the most promising 
of the various proposed schemes.*? They recommend a village assembly 
(gramsabha) equipped with appropriate laws and funds and supported by 
information, education, training, technical assistance and incentive 
schemes to manage such common properties. Management decisions would 
be taken during open meetings to ensure relevance and equity. 

The IRDP, the most important anti-poverty program, whereby the 
poorest are provided with capital assets, has generally not been very 
successful. Capital by itself does not make an entrepreneur, and certainly 
the poorest have little skills to become successfully self-employed. 
Moreover, skills formation and education are necessary. However, even 
today, not all children of primary school age attend school. Policymakers 
have not appreciated the role of literacy to provide the resources and effort 
needed to ensure full attendance and have not made schooling compulsory. 
More resources are needed for primary education, including the provision 
of incentives to ensure that the children of the poor attend schools. 

Provision of safe drinking water and sanitation improvement in 
primary health centers and immunization schemes seem to be the priority 
areas for improving the health of the poor. In terms of health and education, 
four states (Bihar, Madhya Pradesh, Rajasthan and Uttar Pradesh) need 
to be given attention as their performance in terms of health and education 
is much poorer compared with other states. 

Productive employment has to be generated where possible in all 
industrial activities and not only in the production of wage-goods. For this 
purpose, relative factor prices should reflect the true scarcity of labor and 
capital in the economy. It is additional industrial employment in the 
backward areas that will help reduce poverty, not merely additional invest- 
ments. Thus, locational incentives should be linked to the employment 
created. 

Employment in intensive production in the handicrafts sector should 
be encouraged to produce upgraded high-quality articles for luxury con- 
sumption; goods for consumption demanded by the poor may be better 
" produced at lower costs using mass production techniques. This applies 
especially to the large handloom sector. As a matter of policy, a part of its 
output is wage-goods which have to be heavily subsidized by the state and 
generate lower income for the weavers. To generate or protect employment, 
another policy has been to provide special protection to the small sector 
through product reservation and excise and other tax exemptions. But 
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studies show that smallness does not necessarily imply more labor inten- 
siveness. Thus, subsidies for employment generation should be linked 
directly to employment. 

Skills are very critical for industrial employment. Appropriate factor 
prices may motivate industry to opt for labor-intensive products and proces- 
ses. Skills formation at the level of the trades has not kept pace with the 
requirement of industries. The scope of courses offered by industrial training 
institutes (ITIs) should be constantly updated and expanded to respond to the 
needs of industry. 

To accelerate industrial growth, India must improve the effectiveness of 
existing capacity, increase investments and direct them to industries which 
reflect the country’s short-run and long-run comparative advantage. Setting 
the right industrial policy could give a big stimulus to employment generation 
and poverty reduction. Policy reform is needed in the following: 


° Licensing. Regardless of the success of licensing policies in achiev- 
ing targets, there have been costs in terms of delays, loss in 
efficiency, opportunities for corruption and wasted resources in 
directly unproductive rent-seeking activities. Many procedural 
simplifications have been made in recent years but there is scope 
for further improvements. 


° Sick Industries. If industrial health is to be preserved, India must 
permit sick industries to die, if necessary. Without an option to 
exit, entrepreneurs would be wary of increasing employment 
beyond a certain size. It also discourages investment in risky 
industries. 


° Worker Security. There is a need for worker security against 
exploitation and hardships rather than job security. A social 
security scheme or unemployment insurance scheme would be 
better than continuing morale sapping employment in sick units. 
India can fruitfully adopt the Japanese practice where lifetime job 
security is provided to workers, but there are still incentives for 
work. A large part of the wage is paid as a productivity-linked 
bonus, and productivity is measured at the level of teams of 
workers. Thus, fellow workers in a team ensure that team mem- 
bers work effectively. 


° Exports. A high growth of exports provides the flexibility needed 
to restructure industrial production, permits larger imports to 
withstand delays and disruption in domestic production, and 
provides an opportunity to exploit the comparative advantage of 
the country in labor-intensive production, thereby creating more 
jobs in the country. 
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° Exchange Rate. The best incentive, however, is provided by an 
appropriate exchange rate. An appropriate exchange rate helps in 
rationalizing imports, provided domestic prices are not distorted 
by differential import tariffs and import quotas. Liberalized im- 
ports at an appropriate exchange rate provide competition to 
domestic industry, even to domestic monopolists. For efficiency of 
resource use and improving the quality of products as well as 
promoting production of goods appropriate for labor abundance, 
liberalized imports are essential. 


° Foreign Investment. Foreign investment should be encouraged to 
augment investible resources as long as the terms are to the 
country’s advantage. 


° Public Sector Reform. Some of the reasons for the poor perfor- 
mance of the public sector are lack of clarity of objectives, insuffi- 
cient autonomy, political interference in essentially technical and 
economic decisions, and accountability for procedures rather than 
performance. A comprehensive public-sector reform is needed to 
eliminate these problems. Yet, given the political setting, can the 
public sector be free of political interference? There is a growing 
consensus in the country that the privatization of many public 
sector units would be desirable. 


° Rural Work Programs. Rural work programs represent the best 
among the many alternatives that have been tried in the country. 
The advantage of RWPs, when the wage rate is slightly below the 
market rate, is that they are self-targeting, i.e., only the poor come 
forward for employment. The disadvantage is that they provide 
scope for leakages and require appropriate design and execution 
of the programs if they are to generate productive assets. To be 
effective, such schemes must be well engineered, relevant to the 
needs of the people and efficiently executed. 


RWPs are also needed for other reasons; a high growth of agricul- 
tural GDP is desirable for alleviating rural poverty. Yet, a growth 
rate of 4 per cent in agricultural GDP in the 1990s would lead to 
an expansion of output that would not be absorbed domestically 
unless RWPs generate sufficient demand for food. It is estimated 
that a 4 per cent growth would generate an annual surplus of 35 
million tons of cereals by the year 2000.48 
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This discussion has outlined effective policy options to alleviate rural 
poverty. In the short run, a nationwide employment guarantee scheme is 
needed. Productive rural works program for land improvement and in- 
frastructure development can provide the needed employment. However, 
in the medium or long-term perspective, economic growth must generate 
productive employment in the non-agriculture sector. An outward-oriented 
development strategy together with a sound macroeconomic policy are 
critical for rapidly expanding employment opportunities. However, if the 
poor are to benefit from these opportunities, they must have the awareness, 
self-assurance and the skills to claim these jobs. Thus, education plays a 
vital role in improving the lot of the rural poor. 


Rural Poverty in Indonesia: 
Trends, Issues and Policies 


Sediono M. P. Tjondronegoro, 
Irlan Soejono and 
Joan Hardjono* 


he political upheaval that brought about a change in government 
in 1965 was a major landmark in Indonesia’s history. Economic 
decline, combined with high inflation rates, had put the pre-1965 
government on the threshold of bankruptcy, and poverty was 
prevalent throughout the country. The country’s gross national product 
(GNP) per capita of $50 in 1967 was one half that of India and Bangladesh 
and one fourth that of Malaysia. 

With its policies firmly directed toward economic development, the 
New Order government has succeeded in raising general living standards 
throughout the country to a point where GNP per capita had reached $580 
in 1982, despite the fact that population was still growing by 2 per 
cent per year.! Aware of the magnitude of the problems that it faced, the 
government began by giving top priority to programs aimed at controlling 
overinflation, increasing supplies of food and clothing, and rehabilitating 
the economic infrastructure. In the economic sector, growth-oriented 
policies were introduced, along with the principle of optimization in 
resource utilization to serve the needs of society in general, and the 
role of government was seen as being confined to management of the most 
strategic sectors vital to the well-being of the people. 

The various economic policies adopted by the New Order government 
have resulted in growth in almost all economic sectors. By April 1979, when 
the Third Five-Year Development Plan started, economic stability had been 
achieved. Since then, progress has continued, with gross domestic product 
(GDP) showing an average growth rate of 7 per cent per annum over the 
period 1978-1988. In 1978 the agriculture sector accounted for almost one 
third of GDP; the trade sector was second in importance, with a contribu- 
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tion of 16 per cent, followed by manufacturing (13 per cent) and mining (11 
per cent). In 1988, however, although agriculture was still the largest 
sector, it contributed only one fifth of GDP, whereas the share of manufac- 
turing had increased to 18.4 per cent and that of mining to 16 per cent. 
Among the various sectors, manufacturing had the fastest annual average 
growth, reaching 24 per cent during 1983-1987. This change suggests a 
pattern of economic development in which manufacturing, which includes 
processing industries, replaced trade as the second major sector after 
agriculture. Although agriculture is still the largest contributor to total 
production, among the agricultural subsectors the share of food crops has 
shown a diminishing trend. The declining share of forestry from 3.7 per 
cent of GDP in 1978 to about 1 per cent in 1988 should serve as an early 
warning in resource sustainability. A similar trend is apparent in the 
smallholder estate-crop subsector, whose share declined from 4.1 per cent 
in 1978 to 2.8 per cent in 1988. While these decreases in sectoral share do 
not necessarily imply absolute decreases, they raise the issue of the equity 
of sectoral income distribution. 

The economy has responded well to the disruptions of the early 1980s. 
A series of economic policy changes was started in 1983 in an attempt to 
counterbalance the impact of falling oil prices and changing international 
economic conditions. Although Indonesia experienced an estimated loss of 
income equivalent to 9 per cent of its annual GNP between 1983 and 1988, 
the adjustment measures and structural reforms that were introduced 
proved successful in preventing any major destabilization of the economy. 
These series of economic policy changes, known generally as the 1983 
deregulation package, included a 38 per cent devaluation of the rupiah 
against the U.S. dollar in March 1983, followed by a further devaluation in 
September 1986. Controls were tightened on the use of non-commercial 
export credits, and a number of large government projects that would have 
involved the purchase of sizable amounts of imported components were 
rescheduled. Other measures such as the deregulation of interest rates in 
June 1983 and a widespread reform of the taxation system between 1983 
and 1986 also played an important role in the adjustment strategy adopted 
by the government. 

The effect of the deregulation policy was also felt, though rather mildly, 
on public consumption expenditure and domestic capital formation. Public 
consumption shares rose from 12 per cent in 1978 to over 14 per cent in 1982, 
an increase that was partly due to the impact of the mid-1970s oil boom, and 
then decreased gradually from 11 per cent in 1983 to 10 per cent in 1988, in 
response to the deregulation policies and government efficiency measures. 
The benefits gained from policy changes have also been reflected in domestic 
capital formation, which grew from 24 per cent in 1978 to 29 per cent in 1987. 

The various reorientations in policy have greatly influenced the 
relative performance of exports and imports. While export shares declined 
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from 19 per cent in 1978 to less than 12 per cent in 1982, imports rose from 
28 per cent to 42 per cent during the period. However, beginning in 1983, 
a change occurred, with the share of exports rising to 28 per cent in that 
year and gradually adjusting to 26 per cent in 1988, while imports dropped 
to 29 per cent in 1983 and to 16 per cent in 1988. Thus, it was only after 
1983 that export shares overtook imports. The corresponding growth rates 
changed dramatically from —5.2 per cent to 6.5 per cent for the export 
sector, and from 23.4 per cent to —1.1 per cent for imports in the two periods 
(see Table 1). 

Indonesia has been praised for its success in adopting policies to 
adjust the balance of payments in such a way that there would be a 
dramatic response from non-oil exports, which grew by 13 per cent a year 
in real terms between 1983 and 1988. In looking to the future, however, 
certain basic issues relevant to economic development need to be 
recognized. As noted earlier, there is a strong association between GDP per 
capita and exports. Except for Jakarta, high regional GDPs are explained 
mainly by the presence of a strong, export-oriented natural resource sector. 
Some of these natural resources, however, are not being managed in a way 
conducive to sustainable development, yet these tendencies are not taken 
into account in GDP figures. These considerations must be given their 
proper place in any attempt to predict future macroeconomic trends in 
economic growth. 


Table 1: Average Annual Growth by 
Expenditure Sectors of GDP, 1978-1987 


(Percentage) 

Expenditure Sector 1978-1982 1983-1987” 
Private Consumption 13.9 4.2 
Public Consumption 11.1 3.5 
Gross Domestic Capital 

Formation and Stock Exchange 14.0 6.6 
Exports —5.2 6.5 
Imports 23.4 —1.1 
GDP 52 7.0 


a At 1973 constant prices. 
b A: 1983 constant prices. 


Sources: Central Bureau of Statistics, Statistical Yearbook of Indonesia, 1983 (Jakarta, 1983); and 


Central Bureau of Statistics, Indikator Ekonomi, Monthly Statistical Bulletin (Jakarta, 
October 1988 and October 1989). 
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The question that is frequently raised is the extent to which the 
benefits of economic progress have been shared equitably among the 
people. In other words, the question is whether the distributional 
consequences of rapid economic growth have in fact led to a reduction in 
poverty. 

Although there has clearly been great government concern about the 
well-being of the population since 1965, little can be found in the context 
of macroeconomic development to indicate a specific commitment to 
the alleviation of poverty. The "top-down" approach adopted by the 
government in its attempt to achieve rapid economic progress is the major 
reason why little attention has been given to the problem of poverty. This 
approach was based on the assumption that there would be an automatic 
trickle-down of the benefits of development, implying that a specific time 
span would be required until the most deprived sections of society were also 
able to enjoy a part of those benefits. The sectors in which national 
development policies have had the greatest direct impact on the poorer 
members of society are agriculture, health, education and social welfare. 
Even in these sectors, however, the more specific projects have only 
occasionally been directed toward the poorest of the poor as target groups. 


Income Distribution and Poverty 


Income Distribution. Estimated per capita income distribution and 
the related Gini ratios obtained from data collected in the National Socio- 
Economic Surveys (Susenas) between 1976 and 1987 are shown in Table 2. 
Since 1976 the Gini coefficients have gradually decreased for both rural 
and urban populations. While, in general, interpersonal income disparities 
have always been comparatively low, personal income distribution, in 
relative terms, has become more equal and is improving at a faster rate in 
rural than in urban areas. From 1976 to 1987, the Gini coefficient 
decreased from 0.36 to 0.32 in urban areas and from 0.31 to 0.26 in rural 
areas. Although the current monthly expenditures of urban residents 
have always been higher than those of rural people, the rate of increase 
from 1976 to 1987 has been faster in the rural (253 per cent) than in urban 
areas (151 per cent). This highlights the improvement that has occurred in 
income distribution between rural and urban areas during 1976-1987. 

However, increases in regional income disparities occurred in the 
1970s. For the most part, these can be traced to the effect on regional GDP 
of developments in the oil and mining sectors, though they also partly 
reflect regional price disparities that are explained by factors such as high 
transportation costs. By 1986 regional income disparities generally 
remained the same as in 1971; they increased with regional GDP in 
1971-1975, remained constant in 1975-1980, and dropped in 1980-1986. 
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Table 2: Per Capita Income Distribution and Gini Ratios, 1976-1987 


Percentage Share of Expenditure Groups in 


Total Expenditure Gini 

Year Lowest 40% Medium 40% Highest 20% Ratio 
Urban 

1976 19.6 37.5 50.0 0.36 

1980 18.7 97.8 43.5 0.36 

1981 20.8 37.2 41.9 0.33 

1984 20.6 38.2 41.1 0.32 

1987 21.5 38.0 40.5 0.32 
Rural 

1976 21.2 38.8 40.5 0.31 

1980 21.2 39.0 39.8 0.31 

1981 22.8 39.4 37.8 0.29 

1984 22.3 39.8 37.8 0.28 

1987 24.8 39.3 36.4 0.26 

Indonesia 

1976 19.6 38.0 42.5 0.34 

1980 19.5 38.2 42.3 0.34 

1981 20.4 37.5 42.1 0.33 

1984 20.7 37.8 42.0 0.33 

1987 20.9 37.5 41.6 0.32 


Sources: National Socio-Economic Surveys (1976, 1980, 1981, 1984 and 1987); and Central Bureau 
of Statistics, Statistical Yearbook of Indonesia, 1983 (Jakarta; 1983): 


While agriculture was still the most important sector in terms of 
employment in 1988, at the same time agriculture (along with services) was 
the sector offering the lowest average income per worker. Income per 
worker in the agriculture sector was only Rp 234,222 which was lower than 
GDP per capita (Rp 255,887) in 1988. From 1980 to 1988 the relative shares 
of sectoral employment shifted slightly except for a consistent increase in 
the services sector. There is reason for concern about trends in the 
agriculture sector, which, contrary to expectations, showed increasing 
employment both in Java and in the other islands between 1985 and 1988, 
despite having the lowest average income per worker of all sectors. These 
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. trends point to possible problems such as the lack of retraining programs 
for surplus agricultural workers or the limited absorption capacity of other 
sectors. 

The preliminary results of the 1990 Census have placed the total 
population at 179.3 million. Java today accounts for 60 per cent of the total 
population on less than 7 per cent of the country’s land, which represents 
a decrease from 61.9 per cent in 1980. By comparison, the other islands of 
Indonesia are sparsely populated (see Table 3). The 1990 Census also 
found that 69 per cent of the people live in rural areas, compared with 
almost 78 per cent in 1980, a decrease that largely reflects the rapid rate 
of urbanization in Java. Of the 107.5 million people in Java in 1990, 64 per 
cent were living in rural areas, compared with 75 per cent in 1980. While 
the national population growth rate fell from 2.3 per cent in 1971—1980 to 
1.9 per cent between 1980 and 1990, some provinces still show an upward 
trend, reflecting not only high birth rates but also the resettlement of 
transmigrants from Java. 


Poverty Norms. The extent of poverty can be estimated in various 
ways. One of the best known measurements in Indonesia is the Sajogyo line 
which converts per capita annual expenditure into rice equivalent. The 
justification for this approach is that the adequacy of rice consumption in 
most parts of Indonesia is regarded as an indication of relative levels of 
welfare. The Sajogyo concept of poverty classes those households that have 


Table 3: Population Distribution by Region, 1990 


Total Per Cent of Per Rural Population 

Population Total Cent of Number | Per 

(Million) Population Land Area (Million) Cent 

Java 107.5 60.0 6.9 69.2 64.3 
Sumatra 36.5 20.3 24.7 27.1 74.2 
Sulawesi 12.5 7.0 9.8 9.8 77.9 
Kalimantan 9.1 j 5.1 28.1 6.6 72.4 
Nusa Tenggara 10.2 5.7 4.6 8.4 82.8 
Maluku 1.9 1.0 3.8 1.5 80.8 
Irian Jaya 1.6 0.9 22.1 1.2 75.2 
Indonesia 179.3 100.0 100.0 123.8 69.0 


Source: Central Bureau of Statistics, "1990 Population Census", Preliminary Results (Jakarta, 
1990). 
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a per capita annual income of less than 320 kg of milled rice equivalent in 
rural areas and less than 480 kg in urban areas as poor. 

The Central Bureau of Statistics (BPS), however, uses a consumption 
expenditure poverty line which is calculated from survey data. These 
surveys (Susenas) record household consumption rather than expenditure 
and are based on a sample of both urban and rural households. They cover 
some 170 food and beverage categories and, in addition, collect data on the 
amount and source of consumption items, and on employment and housing, 
among others. In these surveys, the caloric intake of each respondent 
household is estimated by applying fixed caloric food values to observed 
consumptions of food and beverages, based on a seven-day recall, by the 
respondent. The BPS poverty line is the expenditure level needed to satisfy 
a daily intake of 2,100 calories plus certain non-food necessities; no 
allowance is made for protein intake. The non-food necessities include: 
(i) housing, fuel, light and water; (ii) clothing and shoes; (iii) certain 
durable goods; and (iv) services. In those calculations, allowance is made 
for differences between rural and urban consumption patterns. 

Virtually all analyses of socioeconomic conditions are based on 
Susenas findings; yet both the quality and coverage of Susenas are open to 
question. While maximum efforts have been made to perfect sampling 
techniques and no other survey of this scale exists, it is far from perfect as 
a source of information. Susenas cover only 50,000 households nationwide 
and thus represent only a quarter of a million people out of a population 
that reached 179 million in 1990. Among its shortcomings is the very great 
likelihood that the wealth of the rich is not fully reflected and the depth of 
poverty is most probably underestimated.? 

Both the Sajogyo and the BPS poverty lines give a very low value to 
average per capita monthly requirements. Indonesia has another criterion 
of welfare in the form of the Minimum Physical Needs index (KFM), which 
is the economic value of the monthly minimum amount of goods and 
services needed by an urban household. This index is not based on Susenas 
data but is prepared every six months on a provincial basis by the Depart- 
ment of Manpower to provide guidelines in the determination of urban 
wage levels. A comparison of the 1987 BPS urban poverty line with the 
KFM standard for the first half of the same year shows that the former is 
approximately half the latter in all provinces, which suggests that the BPS 
line is not particularly generous in its estimate of what constitutes an 
adequate living. 

Trends in the incidence of poverty in Indonesia can be seen in Table 
4,in which the BPS criteria are applied to Susenas data. The improvement 
in personal income distribution, which is reflected by decreasing trends in 
the Gini ratios, has been corroborated by the declining. number of poor 


2. World Bank, Asia Regional Office, Poverty Assessment and Strategy Report (Washington, D.C., 1990). 
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Table 4: Urban/Rural Distribution of People below the 
BPS Poverty Line, 1976-1987 


Urban Rural Indonesia 
Per Cent of Per Cent of Per Cent of 
Number Urban Number Rural Number Total 


Year (Million) Population (Million) Population (Million) Population 


1976 10.0 38.8 44,2 40.4 54.2 ` 40.1 
1978 8.3 30.8 38.9 38.4 47.9 33.3 
1980 .9.5 29.0 32.8 28.4 42.8 28.6 
1984 9.8 . 281 25.7 21.2 35.0 21.6 
1987 9.7 20.1 20.3 16.4 30.0 17.4 


Sources: Central Bureau of Statistics, Statistical Yearbook of Indonesia (Jakarta, 1988); and 
Central Bureau of Statistics, Kemiskinan, Distribusi Pendapatan dan Kebutuhan Pokok 
(Jakarta, August 1989). 


people. The percentage below the poverty line dropped from 40.1 to 17.4 
per cent within the period 1976—1987. The decline has been greater in rural 
than in urban areas, with the percentage of rural people below the poverty 
line falling from 40.4 per cent in 1976 to 16.4 per cent in 1987 (see Table 
4). However, despite the impressive progress that has been made, there is 
still a large absolute number of rural people living in poverty, for the 16.4 
per cent of the rüral population in this category in 1987 represents 20.3 
million people. 

The application of the Sajogyo poverty line to the same data confirms 
the trend in poverty reduction and indicates a smaller percentage of poor 
people in Indonesia. The use of this measurement shows that in 1987 only 
14.3 per cent were living in poverty, compared with 48 per cent in 1976. In 
the case of those in rural areas, the figure had falen from 47.6 per cent in 
1976 to 13.9 per cent in 1987. 

The World Bank has devised an sitseaative poverty line that differs 
slightly from the BPS line in the assumed urban-rural price differential for 
the poor. In the BPS calculation this differential is about 70 per cent, 
whereas in the World Bank’s estimate it is 10 per cent. Application of this 
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alternative method shows that poverty in the country as a whole declined 
from 39.8 per cent in 1980 to 21.6 per cent in 1987. In urban areas poverty 
declined from 19.7 in 1980 to 7.3 per cent in 1987, while in rural areas the 
figure fell from 44.6 per cent in 1980 to 26.8 per cent in 1987.3 


Trends in the Incidence of Poverty. The regional distribution of 
poverty has changed somewhat in recent years. In 1976 more than 70 per 
cent of the country’s rural poor were in Java. In that year 59 per cent of 
the rural population were below the poverty line. Conditions were worst in 
Central and East Java, where some two thirds of the rural population were 
living in poverty. By 1987, however, Java had less than half ofthe country’s 
poor. Only 43 per cent of the total poor lived in rural Java, compared with 
46 per cent in the rural areas of the other islands. The remaining 11 per 
cent lived in urban areas in Java and the other islands. However, if no 
distinction is made between rural and urban areas, the greater part of 
Indonesia’s poor is still to be found in Java, as might be expected in view 
of the large proportion of the country’s population in this island. As Table 
5 shows, Java, with a little over 60 per cent of the country’s total population 
in 1985, still had 66 per cent of the people whose incomes were below the 
BPS poverty line in 1987. 

Within rural Java the reduction in the incidence of poverty can bë 
traced to the demographic and economic changes that have occurred since 
the 1970s. With declining fertility, population growth has begun to slow 
down, while at the same time migration from rural areas, both to urban 
areas in Java and to other islands, has had an impact on growth in the rural 
labor force. Rural development has also led to the creation of more jobs in 
fields such as trade and transport. By contrast, population growth has 
remained relatively high in regions outside Java, yet non-agricultural 
activities have not developed to the point where employment is being 
created in either rural or urban areas to absorb rural workers. 

The increase in the percentage of the poor living outside Java, 
especially in rural areas, is explained basically by the more rapid growth 
in real per capita consumption in Java. It should be noted, however, that 
aggregated data for the other islands tend to convey a false impression of 
uniformity among the other regions. In 1987 most of the provinces of 
Sumatra, for example, had less than 10 per cent of their rural population 
living in poverty; only Lampung still recorded a large proportion (35 per 
cent) of poor people. By contrast, poverty was still high in the eastern part 
of Indonesia, the main reason being that economic development in that 
region has progressed at a much slower pace than in the western part of 
the country. 


3. World Bank, op. cit. 
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Table 5: Incidence of Poverty by Region, 1987 


Percentage of 


Percentage of Total Number 

Total Population of Poor People 
Region 1985° 1987° 
Java 60.9 66.0 
Sumatra 19:9 11.2 
Kalimantan 4.7 | 2.5 
Sulawesi 7.0 9.0 
Other islands" 7.5 11:3 
Total 100.0 100.0 


a Based on the 1985 Intercensal Survey (Supas). 
b Defined on the basis of the BPS poverty line. 
c Includes Bali, West and East Nusa Tenggara, East Timor, Maluku and Irian Jaya. 


Source: World Bank, Asia Regional Office, Poverty Assessment and Strategy Report (Washington, 
D.C., 1990). 


The 1984 and 1987 Susenas data enable Indonesia’s poor to be 
identified by their source of income (see Table 6). In all sectors, except the 
mining sector, the percentage of poor households was lower in 1987 than 
in 1984. Though no rural-urban breakdown is available, those employed in 
agriculture will obviously be rural people. It is in this sector that the 
highest proportions of poor households were to be found in both years, 
though in 1987 only a little over 32 per cent of all agricultural households 
were under the poverty line, compared with 45 per cent in 1984; this points 
to a general improvement in incomes in rural areas. As might be expected, 
the percentage of households under the poverty line is higher among 
agricultural laborers than among those who are self-employed, that is, the 
landowning farmers. 


Poverty and Access to Land Resources 
Distribution of Landholdings. In 1980, 82 per cent of Indonesia’s 


30.3 million households depended upon agriculture as their main source of 
income. About 17.5 million households (58 per cent of all households) owned 
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Table 6: Incidence of Poverty by Major Source of 
Household Income, 1984 and 1987 


(Percentages) 
Distribution of Households 
Total Households in 
in the Population” Poverty? 
1984 1987 1984 1987 

Agriculture 54.0 49.7 45.1 32.3 

Laborer 9.0 8.6 52.2 38.1 

Self-employed 45.0 41.1 43.7 31.1 
Mining 1.8 41.1 43.7 31.1 
Industrial Processing 5.9 6.4 21.1 14.1 

Laborer 4.0 4.3 16.7 11.1 

Self-employed  . 1.9 2.2 30.3 19.9 
Construction 4.0 4.3 26.1 17.4 

Laborer 3.5 3.8 26.9 18.5 

Self-employed 0.5 0.5 20.8 8.8 
Wholesale and Retail Trade 12.0 13.9 19.3 10.4 

Laborer 1.2 1.3 15.4 7.3 

Self-employed 10.8 12.6 19.8 10.7 
Transport and Communication 

Services 3.8 4.1 21.1 10.7 

Laborer 2.0 1.9 15.3 7.5 

Self-employed 1.8 2.2 27.8 13.5 
Community and Personal 

Services 12.2 14.9 11.5 7.8 

Laborer 10.2 12.6 10.1 6.6 

Self-employed 2.0 2.3 18.8 14.5 


Note: Based on the alternative estimate of the poverty line described in the text. 


a Two sectors (electricity, gas and water, and finance and related services} are omitted because of 
insufficient cases; hence, the totals do not add up to 100. 
b These columns show the percentage of poor households within each category. 


Source: M. Ravallion and M. Huppi, Poverty and Undernutritioa in Indonesia during the 1980s, 
k Working Paper 286 (Washington, D.C.: World Bank 1989). 
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and operated agricultural land, while 7.2 million (24 per cent) owned no 
agricultural land, even though they earned their livelihood in this sector 
as hired laborers. Of those operating land in 1980, more than one third 
were cultivating less than 0.25 hectare (ha), while 29 per cent were cul- 
tivating between 0.25 ha and 0.5 ha. | 

The 1983 Agricultural Census found that the average holding in 
Indonesia is 0.99 ha per household. Within the country as a whole, only 31 
per cent of foodcrop households have access to one hectare or more of land, 
but in Java the figure is just under 11 per cent. Landlessness varies 
considerably from region to region. In 15 provinces more than 10 per cent 
of households involved in agriculture do not own land. An overall picture 
of land distribution is conveyed by the fact that 68 per cent of households 
control holdings ofless than one hectare; however, these holdings make up 
only 26 per cent of total farm land. Landlessness and the small size of 
holdings in Java basically reflect population pressure. In recent years, 
however, land has increasingly become a commercial commodity, and this 
is one of the reasons for growing landlessness today. 


Land Reforms, Tenancy and Technical Change. Land reform is 
sometimes regarded as one means by which the rural poor can be given 
access to a source of livelihood, if poverty is associated with the inequitable 
distribution of land ownership. A land reform program was introduced in 
1960 with the ratification of the Basic Agrarian Law. Ceilings on ownership 
were fixed in accordance with relative population density and the 
avallability of irrigation in the various regions of the country. However, 
with only a small percentage of holdings over the two-hectare ceiling 
imposed in irrigated areas, there was very little excess land to give 
to the landless, and so the redistribution approach has proved relatively 
insignificant as a means to alleviate poverty. 

Although tenancy has long existed, especially in the wet-rice areas of 
Java, the 1983 Agricultural Census found that 95 per cent of all foodcrop 
households own the land they are farming; 31 per cent have added to their 
land resources by cultivating the land of others, while 8 per cent have let 
out part or all of their land to tenants. However, the actual amount of land 
tenanted is extremely small and in many cases involve sharecropping with 
the adult son and son-in-law of the landowner, who ultimately inherit the 
land in question. 

Recent technical and institutional changes in agriculture have had an 
effect on general labor patterns and relationships in rural areas. With the 
introduction of the new high-yielding, short-stalked varieties of rice, one of 
the first changes to occur was the shift to the use of the sickle in place of the 
traditional harvesting knife. The adoption of the sickle enables men to par- 
ticipate in harvesting, a trend that has tended to reduce employment oppor- 
tunities for women. At the same time, gleaning has virtually disappeared 
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as a consequence of the cultivation of the new rice varieties. Another tech- 
nological innovation has been the introduction of mechanical hullers to 
replace the hand-pounding of rice. Modern technology can reduce the time 
needed on jobs like manual hulling, but it is of little advantage to the poor if 
they cannot move into other, more productive work. The same is true of the 
effects of the introduction of hand-tractors for plowing, a task which normally 
provides a large number of jobs for agricultural laborers. Any further 
mechanization of agriculture, at least in Java, will continue to reduce oppor- 
tunities for the poor who are dependent on wage labor in this sector. 

Among the rural traditions that are disappearing is the concept of 
rice-harvesting as employment open to all. Today many small farmers limit 
participation in harvesting to relatives and close friends. Larger land- 
owners, however, have adopted the tebasan system under which a rice 
trader purchases a farmer’s entire rice crop as it stands in the field; he then 
employs harvesters on a purely commercial basis. These technical and 
institutional changes have also had an effect on tenancy in that their 
adoption is not compatible with the traditional form of sharecropping 
wherein costs and crops are shared. 

Among the agricultural policies adopted since 1970, by far the most 
important has been the rice-intensification program known as BIMAS, 
which was undertaken by the government in an attempt to move away from 
the dependence on imported rice that had characterized the pre-1965 
economy. This program has been significant for two reasons: first, it 
enabled Indonesia to reach self-sufficiency in rice production in 1984, and 
second, it provided the foundation for overall economic development in 
rural Java that had, by the early 1980s, led to a gradual reduction in 
poverty in that island. With more revenue available from oil after 1973, the 
government was able to increase the budget for the rehabilitation of 
irrigation networks and the construction of a better system of rural roads, 
a policy that soon led to a rapid expansion in rural transportation. 

As a consequence of the rice-intensification program, those 
households that owned holdings above 0.5 hectare in size were able to 
improve their incomes considerably; even more marginal farmers, now able 
to obtain three rice crops a year, could at least produce much of the rice 
that their households needed for consumption purposes. The landless, 
however, have fared less well, for one of the problems for those who depend 
on agriculture for employment as agricultural laborers is that work is not 
available at all times, even where multiple cropping is practiced. 

However, with government resources concentrated on raising rice 
output, very little attention has been given to farmers who produce other 
foodcrops such as corn and soya beans, or to those who cultivate tree crops 
such as rubber, coconut and coffee. Although there are considerable 
numbers of smallholder tobacco and tea cultivators in Java, most of those 
who grow tree crops are to be found in provinces outside Java. On the whole, 
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these farmers are still obtaining the same yields that they did some 40 
years ago. Where an increase in output of smallholder commodities has 
occurred, it is almost exclusively a reflection of an expansion in planted 
area. However, for a complete appraisal of poverty in Indonesia, it must be 
remembered that poverty has been steadily declining in Java not just 
because rice land, enhanced by Green Revolution technology, is more 
productive than in the other islands, but because rural people are obtaining 
a growing proportion of their income from non-agricultural employment. 
But, outside Java, it is the lack of rural employment opportunities, in 
conjunction with the limited success of Green Revolution technology on 
other soils, which explains the persistence of rural poverty. 

With the increased pace of economic development and the rate of 
annual population growth which, although declining steadily, is by no 
means low, Indonesia must take into full account, in plans for future 
economic expansion and in policies directed towards the. alleviation of 
poverty, the state of the natural environment, which in the present context 
of rural poverty is relevant both to the resource exploitation policies of the 
past 20 years and to present patterns of land-use in non-urban areas. 
It should be noted, in the context of land-use policies, that ecological 
deterioration is a major issue in many parts of Indonesia. Soil erosion is 
already a serious threat to the sustainability of agriculture in most dry- 
farming areas in Java. However, policies intended to prevent the 
cultivation of steep slopes and to support reforestation programs 
unfortunately tend to have their main impact on the poor, for it is usually 
people in this socioeconomic group who are involved in farming in such 
areas. 


Poverty and Human Resources 


Trends in the Labor Force. The labor force, as defined by the 
Central Bureau of Statistics, consists of those aged between 10 and 80 of 
both sexes. On the whole, rates of labor force participation in Indonesia are 
higher in rural than in urban areas. However, since job opportunities 
are relatively scarcer in rural than in urban areas, the higher rural 
participation rate tends to depress rural wages. Participation rates are also 
higher in Java than in the other islands, due to the greater demand for 
labor created by the more diversified economic activities in Java. 

The use of the official definition of an unemployed person as one who 
has worked less than one hour in the previous week and is looking for a job 
places open unemployment in Indonesia at around 2 per cent of the 
total labor force. Obviously, under such a limited definition a large 
percentage of the labor force is at least underutilized, if not unemployed. 
Underemployment is particularly prevalent in the agriculture sector, 
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where about one half of the agricultural labor force was underutilized in 
1987 in the sense that those who were employed worked less than 35 hours 
per week. This contrasts with the situation in other sectors, where people 
were mostly employed for 35 hours or more per week. 

If the data are disaggregated into rural and urban areas, similar but 
more pronounced trends in labor utilization can be observed. This tends to 
confirm that rural areas may be serving as the flexible sector to absorb 
surplus labor at low wages. The fact that workers in the agriculture sector 
increased more than proportionately between 1985 and 1988 is likely to 
result in the worsening of sectoral income distribution. Labor force employ- 
ment also grew in size at faster rates in urban areas than in rural areas, 
thus reflecting the wider and more varied job opportunities in the cities. 
Employment in the manufacturing and trade sectors in urban areas 
increased at the highest rates, 109 and 79 per cent, respectively. Never- 
theless, with an anticipated 11.1 million new workers entering the labor 
force during the current Fifth Five-Year Development Plan (1989-1994), 
those who are already poor are likely to become poorer unless the pace of 
economic development can be maintained. 

Certain structural changes have occurred in employment in recent 
years. A comparison of 1978 and 1987 data reveals a trend towards greater 
self-employment, a category that includes employers and others with 
decision making and managerial capacities. During the. same period 
the percentage of employees, including wage laborers, declined in both 
rural and urban areas, a situation that may reflect prevailing economic 
incentives. The higher percentage (28 per cent in 1985 compared with 24 
per cent in 1978) of the labor force employed as unpaid family workers in 
rural areas and the lower proportion of wage laborers (23 per cent in 1985 
compared with 34 per cent in 1978) suggest the persistence of a subsistence 
type economy in rural areas. 


Employment Policies and Poverty. On the whole, Indonesia has 
made relatively few attempts to devise employment policies directly related 
to the alleviation of poverty, though the implications for the poor have been 
considered in general economic policymaking. A major policy designed to 
stimulate regional and rural development, which was initiated during the 
First Five-Year Development Plan (1969-74) in the form of the INPRES 
(Presidential Instruction) program, has indirectly generated considerable 
employment in many rural areas. 

By contrast, where rural works programs have been attempted as a 
means of direct creation of employment in non-urban areas, success has 
been limited. An attempt to generate employment directly was introduced 
in the early 1970s through labor-intensive programs. The basic aim was to 
-provide temporary jobs for agricultural laborers and marginal farmers in 
months when farm work was not available; the work undertaken consisted 
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largely of the small-scale rehabilitation and extension of irrigation canals 
and rural roads. While these programs proved useful in providing work in 
certain emergency situations, the main constraint lay in their inflexibility, 
which was evident in the difficulty involved in bringing together all the 
necessary elements at the correct time. Food-for-work programs have 
encountered many of the same problems, which nave been exacerbated by 
the fact that payment is in kind. 

Indonesia has, however, created jobs in asnata through a major 
program of agricultural resettlement known as transmigration. Like rural 
works projects, transmigration has always been a self-targeting program, 
and it is one of the few programs orientated directly toward the alleviation 
of rural poverty. In the period between 1969 and 1986, some 3.7 million 
persons were resettled from the more populated areas such as Java 
and Bali to other islands as government-sponsored transmigrants. 
Transmigration has unquestionably provided employment for a consider- 
able part of Java’s incremental labor force each year, while as a poverty- 
alleviation program it has given a specific target group—the poor of rural 
Java——the means by which to obtain a better livelihood. Since 1986, 
however, budget constraints have necessitated a reduction in the scale of 
the program. 

Employment has also been generated through development in small- 
scale industry. As might be expected, the impact of industrial growth on 
job opportunities differs with the scale of the industry itself. The 1979 
Industrial Census found that home and small-scale industries played the 
leading role in the creation of employment, providing 81 per cent of jobs, 
compared with medium and large-scale industries which provide only 19 
per cent of jobs. The latter, however, contributed the largest share of value 
added (81 per cent). Unfortunately, high-level government policies in the 
field of industrialization often operate against efforts to promote small- 
scale industry at the village level. If anything, the policies adopted in this 
sphere, which normally involve capital-intensive enterprises, are steadily 
putting traditional industries out of business. In places where non-agricul- 
tural work is already hard to find because the opportunities created by 
expansion in trade and transportation in the early 1980s have almost 
reached saturation point, prospects for the rural poor are not encouraging. 

The expansion in job opportunities is obviously one of the more 
important reasons for promoting growth in the industrial sector. However, 
parallel to its efforts to stimulate industrial development, the government 
has also been obliged to engage in protectionist trade policies, including 
high taxes and non-tariff restrictions on imported goods that compete with 
domestic products. While this protection has prompted growth in domestic 
industries, it has also given rise to the efficiency problems that now beset 
most of them. With the deregulation policies adopted by the government in 
the 1980s, many industries have faced such difficulties in bringing their 
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operations into line with concepts of competitive costs and free-market 
price structures. Thus, the goal of achieving expansion in employment 
through industrial development has been retarded by the government’s 
concomitant protectionist policies, designed primarily to promote these 
very industries. A lower labor-absorption capacity may be expected on the 
part of these industries, at least in the near future, unless rapid industrial 
growth occurs. This should provide grounds for a stronger argument for 
policies to promote industries that are particularly labor-intensive in 
nature. 


Health, Nutrition and Education. In its attempt to reduce 
poverty by greater public investment in the human capital of the poor, the 
government has focused on the provision of better health facilities and on 
improved and wider educational facilities. During the early 1970s the 
government began to expand health services through mother-and-child 
care centers and clinics. Rural health services were further boosted by an 
extensive training program designed to upgrade the skills of traditional 
birth attendants in an effort to reduce the number of still-births and the 
rate of infant mortality, which fell from 141 per 1,000 live births in 1970 
to 96 in 1985 and to 58 in 1990. 

The government has recently endeavored to expand health services 
for Indonesia’s millions of rural people through the community health 
center concept. Of special significance for people in the more remote rural 
areas are the health posts, which provide primary health care through 
integrated health services that focus on preventive care. Each post is 
designed to provide services related to nutrition, family planning, 
antenatal care formerly offered by the mother-and-child care centers, 
immunization and control over diarrheal diseases. The problem of safe 
drinking water in rural areas has also been given serious attention in 
recent years. In 1985, 32 per cent of Indonesia’s rural population had access 
to safe water, compared with only 1 per cent in 1970. Nutrition has also 
received attention through a program that focused on-the primary schools. 
The home economics program for women known as the Family Welfare 
Movement, for which a small budget allowance is made in the annual 
. allocation of funds given to each village, has continued the work in nutri- 
tion that was commenced in the 1970s through the schools. Achievements 
in the field of health and nutrition are reflected in the fact that life 
expectancy in 1990 was 62 years, compared with 45 years in 1969. 

While considerable progress has been made in the provision of health 
and health-related services, it is in the field of education that the greatest 
achievements have been made. However, while the number of children 
attending school has risen dramatically since 1970, a comparison of figures 
for rural and urban households shows that a smaller proportion of rural 
children than urban children is enrolled at all levels, including primary 
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school. Within rural areas, children from poor households are less likely to 
be enrolled in any level of school than those from better-off families. As 
children progress up the educational ladder, the trend continues, with 
greater percentages of those who live in rural areas and come from poor 
families dropping out of school at each stage. Meanwhile, there has been 
an impressive reduction in illiteracy, which, along with primary schooling, 
has been a major item in government expenditure on education. By 1980 
the adult literacy rate had already reached 62 per cent. The results of these 
efforts can be seen in the fact that the 1987 Susenas survey found that 80 
per cent of people over the age of seven were literate. 


Economywide Policies and Poverty 


The approach to development adopted by the government in the years 
following 1965 concentrated almost exclusively on the agriculture sector 
until the late 1970s. The economywide policies associated with this ap- 
proach were implemented in a massive program of rural development that 
included a rice intensification campaign and widespread expansion of rural 
infrastructure. However, this development strategy focused very much on 
Java and on the relatively small areas outside Java where irrigated rice 
could be grown. It was the wider effects of government expenditure on the 
rice intensification program that enabled rural incomes in Java to rise. 
With large numbers of rural households in this island now obtaining much 
of their income from non-agricultural activities, income and per capita 
expenditure in rural areas have become less closely related to development 
in agriculture than in the past. 

Today another big economic "push" cannot be expected of the type that 
occurred in the 1970s, when Green Revolution innovations, well supported 
by unanticipated increases in government revenue from oil, had a rapid 
impact not only on rice production but also on the rural economy as a whole. 
At present, with agricultural production in Java showing signs of levelling 
off, policies have been based on greater diversification in agriculture since 
1985. While awareness of the ecological dangers of monoculture is one of 
the factors that has influenced policymakers to reduce the emphasis on rice 
cultivation, the hope of producing higher-value agricultural commodities 
for export purposes is also a major factor. However, as a consequence of the 
shift away from rice, farming is likely to become less intensive and hence 
less able to absorb labor at a time when the capacity of the non-agriculture 
sector in rural areas to offer employment does not appear to be expanding. 

Economywide policies outside the agriculture sector remained ill- 
defined until the beginning of the 1980s. During the 1970s, policymakers 
tended to see industrial expansion mainly in terms of import substitution. 
It was only after 1980 that the possibilities offered by export-oriented 
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manufacturing involving labor-intensive processes began to attract 
attention. This awareness of the need to stress Indonesia’s comparative 
advantage in labor availability has resulted in a shift towards the manufac- 
ture and export of labor-intensive products. 

Since the mid-1980s new policies have appeared in all sectors. The 
adoption by the government of a general strategy of economic deregulation 
following the oil-price crisis of 1983 has had a major impact on the economy 
as a whole, for it has enabled Indonesia to deal successfully with basic 
structural problems. Macroeconomic strategies since 1986 have included a 
major effort by the government to diversify its sources of revenue and in 
particular to reduce dependence on oil and natural gas. 

In the interest of encouraging exports and stimulating economic 
growth, a series of policies designed to deregulate other fields of economic 
activity has been introduced since 1983, a trend that the government has 
indicated will be maintained. Among the most recent of these policies has 
been the deregulation of the banking sector. This, in conjunction with 
policies designed to foster greater involvement of the private sector, has 
done much to encourage both domestic and foreign investment. It is 
obviously impossible to predict precisely how the economy will respond in 
the near future or whether it will be possible to maintain a growth rate of 
7 per cent per year as the government hopes. Meanwhile, inflation has been 
held down fairly successfully, the official figure for 1989 being 5.97 per 
cent. One estimate, however, indicates a slightly higher level of inflation, 
with the figure moving from 6.4 per cent in 1989 to an estimated 7.8 per 
cent in 1990 and falling to around 7.3 per cent in 1991.4 

Development policies outside Java have had much less effect on 
average incomes. In the other islands, both the urban and rural 
sectors have grown less rapidly than in Java in recent years, despite two 
devaluations in the 1980s and other adjustment policies introduced since 
1983. This is of special significance for rural poverty, which is becoming 
increasingly a non-Java problem. While the high percentage of rural pover- 
ty in many of the provinces outside Java is explained primarily by the ` 
relatively poor quality of land resources, other significant factors include 
the limited extent of government efforts to raise agricultural produc- 
tivity, the comparatively high rates of population increase and the 
widespread lack of non-agricultural employment opportunities. If rural 
poverty is to be reduced outside Java, farmers must be in a position to 
obtain better yields from both food and tree crops, which implies greater 
government investment in agricultural extension work. However, higher 
productivity will have little effect on household incomes if the agricultural 
labor force continues to grow as it has done in the last decade in some of 


4. Asian Development Bank, Asian Development Outlook 1990 (Manila, 1990). 
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these regions. It is essential that fertility rates be further reduced, which 
should be possible if family planning is promoted more convincingly in 
these regions. 


Global Environment, Developing Countries and the Poor 


National development in Indonesia is becoming increasingly depen- 
dent on exports, and especially on the sale of manufactured goods, which 
at present form more than 80 percent ofnon-oil/gas exports or almost 
50 per cent of total exports. Indonesia was once a major producer of 
agricultural commodities such as rubber and sugar since physical condi- 
tions gave the country a comparative advantage in the production of 
tropical commodities. 

The rise in oil prices in 1973, however, resulted in the rapid expansion 
of exports of petroleum products, which continued until the decline in oil 
prices in 1983, when the government felt the need to diversify its exports 
to compensate for falling revenue. With greater domestic demand for 
petroleum and related products and relatively limited deposits of oil, a 
campaign was mounted to increase the export of other commodities. The 
results were soon apparent in a steady rise in the contribution made 
to volume and value by exports of both agricultural commodities and 
manufactured goods. 

Unfortunately, the global environment began to change in the mid- 
1980s in a direction unfavorable to Indonesia. Prospects for the export 
of agricultural products are by no means as promising as they were 
a few years ago. World prices are low, while increasingly large quantities 
of certain primary commodities are entering world markets from other 
countries. Indonesia is a member of the 14-nation Cairns Group of agricul- 
turalexporters that seek to have the European Community (EC) reduce its 
farm subsidies in the interests of lessening the dominance in world markets 
of low-priced EC products. Indonesia supports the removal of obstacles to 
free trade in agricultural products, including the removal of subsidies. 
While this may raise production costs in the domestic agriculture sector, a 
general strengthening of the economy should counterbalance any potential- 
ly unfavorable effects on the rural poor. 

For Indonesia, access to foreign markets is the major issue in national 
economic development. The maintenance of a system of world trade that is 
increasingly free and open is essential, which means that there must be 
international commitment to the restoration of the liberal world trading 
system that the General Agreement on Tariffs and Trade originally 
established for manufactured goods. Over the past two decades industrial 
countries have introduced a number of protectionist measures in response 
to the rapid growth that has occurred in certain parts of Northeast Asia. 
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Of special concern to Indonesia is the fact that world trade in textiles and 
garments is very much determined through the Multi-Fiber Arrangement, 
which limits exports from developing to developed countries through 
bilaterally negotiated quotas. Protectionism of this kind operates against 
the interests of low-income countries. If the multilateral trade system 
cannot be relied upon, the struggle to obtain market access will have to be 
continued through regional cooperation or on a bilateral basis. 


The Political Economy of Poverty 


The participation of the rural poor in the political process and in the 
formulation, design and execution of poverty alleviation programs and 
policies in Indonesia is still very limited. The reason, however, does not lie 
in any discrimination against the poor as such but rather in the 
nature of the development process itself. Development, for many years, was 
considered as a government task and responsibility. This interpretation 
was in particular reflected in the "top-down" and "target" approaches that 
have been a feature of most government undertakings, approaches that are 
traceable not to a desire to stifle the basic elements of democracy but rather 
to the belief that both economic and social development could be achieved 
more rapidly if all planning were done by the government. 

Inherent in this view of national development was the assumption that 
the government was in the best position to know what was beneficial for those 
who were the object of development, as in the case of the rice-intensification 
program, which obviously required supra-village planning and decision 
making. This implied that the community had no real understanding of what 
it needed in terms of development activities. As the benefits of development, 
including education in particular, have spread, the inaccuracy of this view has 
become evident. Individuals are now more conscious of the role that they 
themselves can play in deciding what is best for their community. This greater 
consciousness is manifest in, among other things, the emergence of non- 
governmental organizations (NGOs) in different forms and in various spheres 
of community life throughout the country. 

Among the factors that have led the government to reassess its 
original view of development as a top-down process is that not all programs 
have functioned as well as the rice-intensification campaign. In many 
insiances, a government initiative has failed to win the necessary support 
at the village level and its subsequent introduction has been greeted by a 
lack of enthusiasm on the part of the supposed beneficiaries. At the same 
time, the success of the government policy of giving an annual sum of money 
to each village in the country as a supplement to standard sectoral 
allocations has demonstrated that, at the grassroots, communities do know 
how to plan the use of funds for their own benefit. 
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Aware of the advantages to be gained from greater community 
participation in development, the government some ten years ago 
introduced an institution known as the Community Resilience Institution 
(LKMD) at the village level. In organizational sense, it stands outside the 
governmental structure, the idea being that this will enable it to provide 
an independent forum for community participation in development. While 
experiences so far have suggested that the LKMD is not yet able to function 
as an independent body that can encourage the village community to take 
over the planning and implementation of development policies, its very 
existence nevertheless provides an institution that can be more fully 
utilized in the coming years. There is already a trend toward greater 
decentralization in government administration. When this policy is fully 
implemented, there will be much more formulation of policies as well 
as decision making at district and subdistrict level. This in itself will 
promote greater participation of rural people in the development process. 


Policy Implications and Conclusions 


As a consequence of the way in which Indonesia’s national economy 
has been managed during the past two decades, there has been a steady 
decline in the number of people living in poverty. In spite of the impact of 
the post-oil boom, restructuring had to be undertaken in the mid-1980s; 
living standards and income distribution have steadily improved to the 
point where the BPS estimated that in 1987 only 17.4 per cent of the nation 
lived in a state of poverty. Only 20.1 per cent of Indonesia’s urban and 16.4 
per cent of its rural people were categorized as poor. As indicated earlier, 
comparison with the KFM index suggests that the BPS poverty line is 
perhaps too low. In 1987 the locally calculated KFM index was 1.8 times 
the BPS poverty line in Jakarta and 2.2 times the level estimated for urban 
areas in the relatively.poor province of West Nusa Tenggara. 

It is particularly important that attention be given to those who can be 
called the "near poor". It has been estimated that if the BPS poverty line were 
to be raised by 10 per cent, the proportion considered poor under this 
new measure would be approximately one third higher than the percent- 
age at the current poverty line (see Table 7). This means that 41 million people 
(almost a quarter of the country's population) rather than 30 million would be 
living in poverty; 28.7 million of which would be in rural areas.? This implies 
that even a slight downturn in the economy could thrust back into poverty a 
significant percentage of those who in the last decade have improved their 

economic position. 


5. World Bank, op. cit. 
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Table 7: The Prevalence of Poverty at a Higher 
Poverty Line, 1984-1987 


Percentage of Number of People 


Population ( Million) 

1984 1987 1984 1987 

BPS Proverty Line Raised by 10 Per Cent 
Urban 28.6 25.5 11.5 12.3 
Rural 27.6 23.2 33.5 28,7 
Total 27.9 23.7 45.0 41.0 

Standard BPS Poverty Line 

Urban 23.1 20.1 9.3 9.7 
Rural 21.2 16.4 25.7 20.3 
Total 21.6 17.4 35.0 30.0 


Source: World Bank, Asia Regional Office, Poverty Assessment and Strategy Report (Washington, 
D.C., 1990). 


In the context of poverty estimates, it should also be noted that GNP 
per capita in Indonesia is declining. The Asian Development Bank gives 
the following figures for GNP per capita: $490 in 1986, $450 in 1987 and 
$430 in 1988.5 Yet in 1982 the World Bank estimate was $580.’ Indonesia 
was then classed as a middle-income country, but it has since returned to 
the low-income category. Population increase from approximately 155 
million in 1982 to 172 million in 1987 is certainly one of the factors that 
explains the decline in GNP per capita. Nevertheless, while a GNP per 
capita of $430 in 1988 represents great progress (compared with $50 in 
1967), it suggests that perhaps a peak has been reached. 

There is also concern among many observers of social conditions in 
Indonesia that the gap between rich and poor is actually growing, despite 
the fact that BPS figures suggest the opposite. It is possible that a widening 
gap between rich and poor is disguised by statistics based on limited data. 
While quantitative data of the survey type are not available, this 
theory is supported by the statements of government officials about trends 
and tendencies in their own specific sphere and the editorials of major 


6. Asian Development Bank, Annual Report (Manila, various issues). 
7. World Bank, op. cit. 
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newspapers and periodicals, which tend to be very sensitive to trends in 
society. During the 1970s the government made a successful attempt to 
reduce this gap, but it would seem that in the changed economic environ- 
ment of the 1980s the gap widened again as a consequence of the activities 
of the business world. 

"The gap between rich and poor is paralleled by interregional 
differences in development and prosperity. Decentralization offers one 
answer to the differences that prevail between major cities, in particular 
Jakarta, and other parts of the country. Economic opportunities must be 
moved to the various regions, and concentration in Jakarta and adjacent 
districts reduced, a longstanding proposal that is usually treated with such 
ambivalence by decision makers that very little reorientation ensues in 
policies. 

Since even under the BPS criterion it is estimated that 30 million 
people are under the poverty line, 20.3 million of whom are in rural areas, 
the existence of poverty in Indonesia cannot be taken lightly. The continua- 
tion of current broad macroeconomic trends such as deregulation and 
a reduction in bureaucracy, in conjunction with diversification in 
agriculture, in exports and in markets, are a part of the necessary ap- 
proach. Meanwhile, one of the areas of gravest concern continues to be 
unemployment. Only a very high rate of annual growth in the economy will 
enable the 11.1 million people entering the labor force during the current 
Five-Year Plan to obtain jobs. The informal sector cannot expand 
indefinitely while maintaining current returns to labor. In addition, city 
governments have for some years tended to discourage certain activities 
that are peripheral such as petty trading and street vending. There is an 
obvious need for an increase in. non-agricultural employment in rural 
areas. New sources of income, generated possibly through an expansion in ` 
industry, are essential, but not if such developments force existing rural 
producers out of business. 


Rural Poverty in the Republic of Korea: 
Trends and Policy Issues 


Ki-Whan Chung and 
Nae-Won Oh* 


orea was one of the least developed countries in the world when 
it was liberated from Japanese colonial occupation in 19465. 
Immediately after liberation, the country was divided into the 
orth and the South. The South had 65.8 per cent of the total 
population and 47.8 per cent of the territory. Most natural resources and 
heavy industrial facilities were located in the North. The partition of the 
nation made the South a poor agrarian country with a high population 
density. The division of Korea into two confronting ideological polities 
resulted in a war in 1950 which destroyed lives, industrial facilities and 
agricultural production bases. 

The rehabilitation of the economy of the Republic of Korea and the 
alleviation of poverty were the major economic goals of the 1950s. However, 
the rehabilitation effort was hindered by the lack of consumption goods and 
reconstruction materials. Importation of consumption goods and 
reconstruction materials increased and eventually became a major cause 
of the financial deficit. Thus, an import substituting industrialization 
policy was adopted to reduce both the import of consumption goods and the 
unemployment rate. 

Since agriculture was then the most important sector, agricultural 
development was emphasized during the 1950s. Two land reform programs 
were implemented in 1948 and 1950. Agricultural institutionalization such 
as the introduction of extension services, cooperative: movements and 
community development programs followed the land reform programs. 
Hewever, agricultural development was negligible compared with the 
development of the manufacturing sector. 







* Research Fellows, Korea Rural Economics Institute. 
1. South refers to the Republic of Korea. 
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Strategy of Development 


In the 1960s the economy of the Republic of Korea was confronted with 
high population growth, rising inflation and unemployment. One of the 
urgent tasks of the government was to provide jobs to alleviate poverty. To 
solve these problems, the government became committed to growth- 
oriented economic development. Policymakers followed a growth-pole 
strategy in which most resources were applied to sectors with the most 
potential. Given the country’s small internal markets with a low purchas- 
ing power, seeking outside markets was inevitable. 

The major economic goals in the 1970s were balanced development 
and structural transformation and the achievement of a self-reliant 
economy through trade balance, domestic capital formation and self-suf- 
ficiency in rice, raw materials and intermediates. Balanced development 
was meant to imply not abandoning the growth-pole development strategy, 
but counteracting its negative effects. Rapid industrialization was based 
on urban centers. There was a strong imperative to develop the national 
economy in a more balanced manner, to maintain the rural population at 
an optimal level and to manage resources more effectively. The Rural 
Saemaul Undong (RSU), a nationwide campaign to rehabilitate the rural 
economy, contributed to rural development in the 1970s. 

The 1970s was an era of economic transition. Since the economy was 
heavily dependent on foreign loans and raw materials, high value-added 
industries and industries producing intermediates were singled out for 
development to overcome foreign dependency and the trade deficit. Chemi- 
cals, steel, machinery, electronics, ship building and heavy industry were 
selected as strategic industries. 

Development strategies in the 1980s aimed to facilitate sustained 
economic development, improve social welfare and remove the negative effects 
of the unbalanced development of the 1970s. There was a need for structural 
adjustment of the national economy to the changing global economic environ- 
ment and for balanced development among regions and sectors. The Fifth 
Economic Development Plan (EDP) called for more opportunities for educa- 
tion, housing, health service and insurance for the poor. 

Consecutive five-year plans during the last three decades have 
achieved impressive economic growth and development. Gross national 
product (GNP) per capita grew from $87 in 1962 to $3,098 in 1987 in 
nominal prices.? GNP grew from $2,320 million to $128,400 million during 
the same period. Commodity exports increased from $137.5 million in 1962 
to $33,913 million in 1986. Rice self-sufficiency, foreign trade balance and 
industrial transformation were achieved. Farm household income im- 


2. GNP per capita in 1989 was $4,968. 
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proved substantially. Agriculture, overtaken by manufacturing and social 
overhead capital, became a minor sector in the national economy. Due to 
rapid economic growth in 1960-1980, the Republic of Korea joined the 
ranks of the middle-income countries in the 1980s. 


Income Distribution and Poverty Norms 


Income Distribution. Due to sustained economic growth and rapid 
industrialization during the last three decades, the structure of the 
‘economy has been radically transformed. According to one study, the 
relative share of wages in income distribution increased to about 3 per cent 
annually during 1970-1985.3 However, the increase of the relative share 
of labor income did not mean a rise in the relative economic status of 
workers as it was attributable to an increase in the number of employees 
rather than an increase in income. Wage income did not improve in relative 
terms during the 1970s. In fact, in relative terms wage income worsened 
slightly in the mid-1970s and in 1984-1985. However, income distribution 
is one of the most equitable among developing countries. The Gini coeffi- 
cient for all households indicates that income distribution improved during 
1965-1970 while it worsened throughout the 1970s. However, it Op ores 
again in the 1980s. 

Table 1 compares the degree of coefficient of concentration between 
farm and non-farm household income. The table shows that the size dis- 
tribution of farm household income is more equitable than that of non-farm 
household income. 

Another study, in attempting to identify the significant factors affect- 
ing farm household income distribution, found that the size of the rice 
paddy was the most important factor affecting farm household income 
before 1979.4 Labor force and capital formation have since become impor- 
tant factors in determining farm household income. The diminishing 
importance of the rice paddy among larger farmers and the increasing 
importance of non-farm labor force and agricultural capital formation 
among smaller farmers have increased the equality of farm household 
income distribution in the 1980s. 

One may argue that the size distribution of income in the country 
confirms Kuznet’s inverted-U hypothesis. However, this ignores the fact 
that development has resulted in the unequal distribution of financial 
assets and real estate. A survey indicates that in 1988 the upper 20 per 
cent of the population held 58.6 per cent of financial assets while the lower 
40 per cent held 7.9 per cent. The Gini coefficient of financial assets 


3. J.H. Lee, The Theory and Practice of Relative Income Distribution (Seoul: Maell Kyungje Shimmun 
Sa, 1988). 

4. J.H. Lee et al., Farm Income Determination and Distribution (Seoul: Korea Rural Economics Institute, 
1987). 


94 Asian Development Review 


Table 1: Income Distribution 


1965 1970 1976 1982 1985 — 1988 
All households 
Gini coefficient 0.3489 0.3322 0.3908 0.3574 0.3449 0.3355 
Decimal 19.34/ 19.63/ 16.85/ 18.80/ 18.91/ 19.68/ 
distribution 41.81 41.62 45.34 49.99 42.72 42,24 


Non-farm households 
Gini coefficient 0.4167 0.3455 0.4118 0.3705 0.3657 


Decimal 14.05/ 18.87/ 15.36/ 18.29/ 
distribution 46.95 43.04 48.70 44.29 


Farm households 
Gini coefficient 0.2852 0.2945 0.3273 0.3061 0.2957 


Decimal 22.51/ 21.24/ 19.45/ 20.81/ 
distribution 38.03 38.64 40.62 38.30 


Sources: 1965-1982 data from H.C. Choo, "Economic Development of Korea and the Problem of 
Balanced Development: In the Aspect of Income Distribution", Kyong Je Hak Yon Gu, vol. 
32 (December 1984) (The Korean Economic Association); 1985-1988 data from Economic 
Planning Board, Social Indicators in Korea (Seoul, 1989); and data used to derive the Gini 
coefficients for 1985 from B.G. Kang, "The Impact of Economic Development Strategy on 
Size Distribution of Income in Korea" ( Ph.D. dissertation, Hanyang University, Seoul, 
Korea, 1989). 


distribution was 0.5610. The distribution of real estate was even more 
unequal than the distribution of financial assets. The upper 5 per cent 
owned 65 per cent of total private land and the upper 20 per cent owned 87 
per cent. There is a strong possibility that uneven capital gains from a rapid 
rise in land price has worsened income distribution.? 

Economic development under the growth-pole strategy contributed 
greatly to the increase of national wealth. However, foreign-dependent and 
growth-pole-oriented economic development resulted in the concentration 
of resources in some economic sectors and in some sections of the people. 
Government efforts are now focused on the redistribution of development 
gains. It may be too early to say that the size distribution of income follows 
the Kuznet's inverted-U curve. 


5. B.G. Kang, "The Impact of Economic Development Strategy on Size Distribution of Income in Korea" 
(Ph.D. dissertation, Hanyang University, Seoul, 1989). ' 
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Poverty Norms. Rural poverty in terms of absolute deprivation is a 
condition under which the income of a rural farm household does not meet 
the expenditure of the household necessary to subsist with a minimum level 
of health and decency. Here, the minimum level of health and decency 
means family living which meets the minimum health and cultural require- 
ments of a member of society and the ability to regenerate one’s own labor 
force physically or biologically in good health. This article, however, uses 
the concept of "relative deprivation" to explain rural poverty in a growing 
economy. Relative deprivation is the condition under which one’s income is 
lower than that of the rest of society so that one cannot afford the kind of 
goods and services normally required by the people in that society. The 
often-adopted operational definition of relative poverty is that the rural 
farm household income is lower than one half of the average household 
income.® 

The poverty line of absolute deprivation used by the Korea Institute 
of Health and Social Affairs (KIHASA) is measured by the estimation of 
the minimum household expenditure of the poor. This study applies 
KIHASA”s poverty line to measure absolute poverty and poverty trends in 
rural and farm sectors for the following reasons. First, the research was 
implemented in 1988; therefore, it is up-to-date and includes current rising 
minimum needs of the poor. Second, the absolute poverty line was differen- 
tiated according to regional variations.’ Third, the absolute poverty line of 
KIHASA was measured using appropriate statistical methods. Five 
thousand households were sampled to survey income and standard of living 
throughout the country by a multistage cluster sampling method. Fourth, 
the absolute poverty line was estimated considering economies of scale.® 

In 1988 the absolute poverty line for a farm household of five was 
3,179,568 won ($5,525) a year. The time series poverty line was calculated 
by applying the farm household purchasing price index and an income 
deflator. An income deflator is applied to reflect the increase in the poverty 
line due to an income increase. This study assumed that the income 
elasticity of the poverty line is 0.6.9 

Even though rural poverty in the sense of absolute deprivation has 
been alleviated substantially, rural poverty in the sense of relative depriva- 
tion has become an issue since the development gap has become wider 


6. There is some controversy as to whether one half or one third is more appropriate. This article takes 
the opinion that one half of the average household income is more appropriate than one third for 
measuring the relative poverty line in the Republic of Korea in the 1980s. 

7. The poverty line for farm households in rural areas comprises 85 per cent of that for metropolitan 
households. 

8. Expenditure elasticity to farm size was estimated at 0.7203. 

9. R.W. Kilpatrick, "The Income Elasticity of the Poverty Line", The Review of Economics and Statistics, 
vol. 55, no. 3 (August 1973), p. 330. 
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between rural and urban areas.!? In 1988 the poverty line of relative 
deprivation for a farm household of five was 5,351,500 won ($7,824) a year. 


Poverty Trends. The absolute poverty line in 1988 was equivalent 
to 46 per cent of the national average farm household income.!! During 
1962-1988, the income level of the under 0.5 hectare (ha) farm group was 
above the absolute poverty line. However, farm household income of this 
farm group was close to the poverty line during 1965—1968. Since the 1970s, 
the farm household income of the under 0.5 ha farm group has increased 
steadily, except during 1979—1982 and 1985-1987. 

When the poverty line is compared with farm household income, rural 
poverty in terms of absolute deprivation has been remarkably alleviated. 
However, when the poverty line is compared only with the farm income of 
the farm group under 0.5 hectare, the poverty line of absolute deprivation 
is far above the farm income level, and the gap becomes wider. This 
indicates that a household in the under 1 hectare farm group with no 
income source other than farming is likely to be poor. In this regard, 
non-farm income for small farmers is important to alleviate rural poverty. 

The poverty line and the head-count ratios for 1967, 1970 and 1988 
are estimated as shown in Table 2. The estimated head count ratio of 
absolute poverty dropped from 33.7 to 6.5 per cent during 1967-1988. 
Absolute poverty in the farm sector has been substantially alleviated 
during 1962—1988. Poverty alleviation in terms of absolute deprivation was 
mainly attributable to the high growth of farm household income. 

However, relative poverty has been a growing issue of concern. In 1988 
the relative poverty head-count ratio was 17.9 per cent. Unlike absolute 
poverty, most small farmers in the categories of farms under 1 ha were 
below the relative poverty line in the 1970s. However, the problem of 
relative poverty arose again as the growth of the farm sector slowed down 
in 1983—1987. The problem of relative poverty in rural areas will remain 
unless the relative underdevelopment of the rural and agriculture sector 
is remedied. 


10. The relative poverty line of rural household in each year was measured by using the following 
formula: 


RYtf = cL x Pt x Yt/2 


where RYtf = relative poverty line of an f size family in year t, 
Pt = average family size of all households in year £, 
Yt = personal income in year t, and 
b = expenditure elasticity to family size (0.7203). 


11. The sample for the farm household economy survey is slightly biased upward. Therefore, there is a 
probability of an upper bias in the estimation of the poverty head count ratio and income distribution in 
the farm sector. 
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Table 2: Estimation of Head Count Ratio 


Average . 
Family Size Poverty Norms (000 won) Head Count Ratio (%) 
under 1.0 ha Absolute Relative Absolute Relative 
1967 5.60 101.5 98.6 33.7 31.6 
1970 5.39 154.8 187.4 23.5 36.1 
1988 . 4.03 3,235.5 | 4,581.0 65 | 17.9 


Source: Authors’ estimates. 


Characteristics of Rural Poverty 


Rural poverty is caused by many factors which can be grouped under 
two headings: personal and social. One of the most obvious and direct 
personal causes of rural poverty is landlessness. Other important personal 
causes of rural poverty include the inability to work, many dependents, 
poor health and nutritional status, lack of access to agricultural tech- 
nologies, low level of education and low motivation. 

The social causes of rural poverty can be identified in several ways. 
Economic structural change may cause rural poverty through the 
government's discriminatory allocation of resources. Capital transfer from 
rural.to urban centers through education and migration may deprive the 
farm household economy. Geographical barriers can also hinder the dif- 
fusion of technologies and employment opportunities. 

In a case study, 26.4 per cent of 193 households in four rural villages 
were identified as poor.4* When categorized into farm and non-farm 
households, the poor farm households accounted for 17.8 per cent of the 163 
farm households (see Table 3). This poverty ratio is similar to the national 
head-count ratio for relative poverty. 

The case study indicated that the poverty of non-farm households in 
rural villages was more serious than that of farm households. Poor non- 
farm households accounted for 73.3 per cent of the 30 non-farm households. 


12. This case study was conducted by the authors in 1989 and the analysis was made in 1990 for the . 
present study. Poor households were identified by the evaluators (3-5 people per village who were familiar 
with the individual households). 
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Table 3: Distribution of Poor Households 


Case Study (1987) National Head Count Ratio (1988) 
(Number of Households) (Percentage) 
Poor Non-poor Total Absolute Relative 
Farm 29 (17.8) 134 (82.2) 163 (160.0) 6.5 17.9 
Non-farm 22 (73.3) 8 (26.7) 30 (100.0) 
Total 51(26.4)  142(73.6) — 198 (100.0) 


.. not available. 
Note: Figures in parentheses refer to percentage shares. 
Source: Authors’ estimates. 


The poor households, particularly the poor farm households, were younger 
than the non-poor. However, the age difference between the poor and 
non-poor was not significant. 

A low level of education was also a distinctive characteristic of the 
rural poor. Educational levels in rural areas, in general, have been low 
since the educated young have been migrating continuously. None of the 
poor household heads received high-school education. In contrast, 12.7 per 
cent of the non-poor household heads received high-school education and 
1.4 per cent received college-level education. Compared with the national 
average (8.58 years in 1985), the rural poor had an average of 3 years of 
schooling. 

The rural poor have a large amount of debt. Poor farmers depended 
upon private loans slightly more than the non-poor farmers. Poor non- 
farmers have smaller debts but depend more on private loans. They have 
difficulties securing public loans because they have inadequate collateral 
and credit. 


Landlessness and Small Operation. Landlessness is the main 
characteristic of the rural poor. About 88 per cent of the landless 
households were identified as poor. Although about 38 per cent of poor 
farmers owned land, the majority of farms were smaller than 0.5 ha. The 
average ownership of land by poor farmers was 0.1 ha while the non-poor 
farm households owned 0.8 ha. Although poor farmers rented farmland to 
secure an income, the area operated was usually small. Around 48 per cent 
of poor farm households cultivated areas under 0.5 ha and 86 per cent 
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cultivated less than 1 ha of farmland. With such a small farm size and such 
a large portion of farmland under tenancy, the poor cannot meet household 
expenditures. 

In regard to agricultural investment, the case study indicated that the 
poor farmers invested capital in farm machinery such as motor tillers, rice 
transplanters and combines, while non-poor farmers invested more in 
agricultural infrastructure such as land consolidation. A rational explana- 
tion for this is that younger poor farmers who have more productive labor 
than older non-poor farmers can earn a wage income by using farm 
machinery for less productive non-poor farmers. 


Family Structure, Labor Use and Employment. The most com- 
mon family structure of the poor is a married couple with children while 
the three-generation household is prevalent among the non-poor. This may 
be due to the tradition of family inheritance. The eldest son has always 
been privileged in property inheritance and has to support his parents and 
perform family ritual ceremonies for the ancestors. But the second son or 
the others often have to leave home without any property at marriage to 
establish a new "family stem". Therefore, the newly established "stem 
family" is usually poorer than the original family.!? 

The poor have larger families than the non-poor. The poor household 
has a higher dependency rate on youth than the non-poor household.!* 
Although the poor have larger families, they have fewer productively 
employed members than the non-poor. The poor farm household has on 
average 2.10 employed family members while the non-poor farm household 
has 2.88 employed family members. The poor farm household allocates 
more labor to the non-farm sector while the non-poor farm household 
assigns more labor to the farm sector. But most of the poor are engaged in 
non-stable occupations compared with the non-poor who are engaged main- 
ly in clerical work, government office work, skilled construction work or 
are self-employed. 


Female Household Head and Labor Deprivation. When a male 
head of a household, usually the breadwinner, dies, the female-headed 
household usually falls into poverty unless the head has enough productive 
assets or other productive members within her family. Female-headed 
households represented 11 per cent of the total households in the villages 
in the case study, 77 per cent of whom were identified as poor. They were 
usually single, old and lacking assets. Their children were mostly away 


13. However, the newly established "stem families" are now rare in rural areas since the rural young 
migrate to urban centers. 

14. The youth dependency rate is usually calculated by using the population under 14 years old and those 
aged 14—65 years old. However, those under 19 years old are considered here for the calculation of the 
dependency rate because 19 years is the upper limit for high-school education. 
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from home, so they had to take care of themselves. Seventy-seven per cent 
of the poor female household heads had no productive assets and their 
major income source was casual work in the farm sector and donations from 
their children. 


Nature of Rural Poverty: Chronic or Transient. One hundred 
eighty-seven households were interviewed to examine intergeneration so- 
cial mobility in four villages in 1987. The interview results showed that 33 
per cent of current household heads were the descendants of landless 
farmers in the fathers’ generation. When it is assumed that landless 
households of the fathers’ generation were poor in terms of absolute 
deprivation, 33 per cent of present households originated from the poor. 
Among them, 58 per cent remained poor while 42 per cent have overcome 
poverty. Among households who owned farmland in the fathers’ generation, 
8 per cent of current households fell into poverty. 

From the case study, it has been found that the possession of farmland 
has been a critical factor in determining the poor for the past two genera- 
tions. Seventy-two per cent of the current rural poor originates from 
landless households. Although 58 per cent of landless households in the 
fathers’ generation remain poor currently, the fact that 42 per cent of the 
households which used to be poor overcame poverty in this generation 
hardly indicates that rural poverty in the last three decades has been 
chronic. 


` =<. 


Land Resources and Poverty 


Land Reform and the Poor. Two land reform programs were imple- 
mented. The first was in 1948 under the U.S. Military Government. 
Farmland covering 199,000 ha seized from the colonial Japanese was sold 
to 505,000 tenant farmers. The land price was three times the value of a 
year’s product payable in 15-year installments. The second land reform 
program was implemented by the Republic of Korea in 1950. The govern- 
ment purchased 601,000 ha of farmland from landlords by issuing land 
securities guaranteeing five-year installments at the price of 150 per cent 
of a year’s product from the land. The land was sold to 1,166,000 farmers 
under the same conditions. 

Land reform had a significant impact on land distribution. Although 
land distributed by the reforms was only 42 per cent of the land under 
tenancy in 1945, land reform brought about land distribution through the 
selling of farmland by landlords directly to tenants at a relatively cheap 


15. The U.S. Military Government occupied the South from 1945 to 1948, until the Republic of Korea 
was established on 15 August 1948. 
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price. Land reform resulted in a change in the class structure among 
farmers. The landlord class disappeared and the number of owner-farmers 
increased sharply. The increased number of owner-farmers led the institu- 
tional renovation of agriculture to success in the late 1950s, laying the 
foundation for agricultural and rural development in the 1960s and 1970s. 

However, the land reform program has been criticized on several 
grounds. It has been argued that the government did not support the poor 
tenant farmers when they received the land to enable them to maintain 
ownership, and that the money received by the landlords was not used as 
industrial capital to the extent as expected. It has also been argued that 
land reform was executed without consideration of prospects of future 
agricultural development. Consequently, a large number of small farmers 
who were below the self-sufficiency level became a burden on agricultural 
transformation and adjustment in the 1980s. 


Land Use Policies and Accessibility. One important premise of 
agricultural policy since 1962 is the attainment of economies of scale to 
secure adequate farm income. Agricultural restructuring policy, therefore, 
has focused on the regulation of land ownership to provide land of an 
adequate size to tillers. The necessity for a new land law arose immediately 
after the land reform to facilitate land accessibility. After the first trial of 
the legislation of Land Law in 1958, several trials followed. The major 
concerns of the legislation included landownership eligibility, landhold 
ceilings, legitimization of tenancy, land sale, land use and preservation. 
However, the legislation was not put into effect until 1986. 

The Tenancy Management Act (TMA) was passed in 1986 to protect 
tenancy rights and to increase the efficiency of land use.!® There are some 
important features about the TMA worth emphasizing. First, the TMA 
regulates tenancy conditions to protect tenancy rights and encourages the 
landowner to lease the land through legitimization of tenancy. Second, the 
TMA recognizes the landownership of non-residents of rural origin either 
by migration or inheritance. Third, the law restricts non-farm land- 
ownership through purchase. Fourth, the law permits farm cooperations 
and farm trustees. However, there are concerns that the TMA may result 
in the concentration of farmland in the hands of a few larger farms and 
enterprises. 

Due to the change in the demographic structure of the rural popula- 
tion and the differences in farm household incomes, the government em- 
phasizes a differential supporting policy for agricultural restructuring. 
This policy divided the farmers into four target groups: (i) a retired group— 
those who are already old and without a successor; (ii) a transferable 


16. However, the act has been implemented since 1991. The detailed presidential decree for implemen- 
tation of the act was issued on 4 December 1990. 
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group—small farmers who want to work in the non-farm sector and are still 
young enough to be employed; (iii) a full-time farming group—-medium and 
large farmers who want to work on the farm and have successors, if aged; 
and (iv) a part-time farming group—farmers who have a non-farm job while 
farming. Only the group which remains in agriculture is eligible for govern- 
ment agricultural support, particularly for land expansion. 

The differential supporting policy for agricultural restructuring 
should have been synchronized with programs for provision of credit for 
land purchase, employment opportunities for job transfer, and social wel- 
fare for agricultural retirement, but only the credit provision for land 
purchase is now being actively implemented. Other programs have just 
been initiated or are under consideration. In 1988 the government provided 
199 billion won worth of loans to 33,744 farmers. Each farmer received an 
average loan of 7 million won over a two-year grace period and 18 years of 
even installments at 5 per cent annual interest. However, the rural poor 
who are not included in the catch-phrase of "land for the middle/large 
farmers" may be overlooked in poverty alleviation programs. 


Tenancy and the Poor. The tenancy rent varies according to the 
quality of land and the location, i.e., the provinces and regions. The tenancy 
rent, from 40 to 45 per cent of a year's product, for rice paddy has been 
virtually stable since 1950. In this case, the tax for land is mainly borne by 
the landlord, and the tax for water use is usually shared by the landlord 
and tenant farmers. The expenses for fertilizer, chemicals and seedlings 
are mostly borne by tenant farmers. The tenancy rent of upland varies from 
18.6 to 32.8 per cent and increases along with productivity. Usually, when 
upland is rented for cash crops, there is a larger increase in rent. 

The tenancy rate differs slightly according to the tenancy type. In rice 
paddy, fixed tenancy has been more prevalent in the past, whereas 
sharecropping is now more common. This may be related to the fact that 
the landowner may profit more through sharecropping, since productivity 
has increased through the use of advanced technologies. 

Product payment for tenancy, which prevailed in the 1930s, has 
gradually changed. Currently, 82—85 per cent of the tenancy of the paddy 
is paid in rice while 55—64 per cent of the tenancy payment for upiand crops 
is made in cash. The type of tenancy payment is important as it affects 
payment time. Usually, cash payment is made before cultivation while 
product payment is made after harvest. Advance payments for rice have 
not increased noticeably during 1930-1986. However, for upland crops, 
advance payment has increased substantially as cash payment increased. 
Particularly, advance payment is widely practised in plain regions where 
the population density is relatively high. The majority of tenant contracts 
are verbal, and the contract period is usually the term of cultivation. 
Tenancy rights under a one-year term of verbal contract are very unstable 
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for tenant farmers, which might be the result of the two land reforms as 
the majority of landowners are afraid of the repercussions of another land 
reform on tenancy rights. 

Notwithstanding the constitutional prohibition on tenancy, the in- 
cidence of tenancy increased from the 1950s to the 1970s. From the supply 
side, the current increase in tenancy is mainly attributable to social 
transformation. Land has been leased by those who left the rural areas and 
by their heirs, while those who remain in villages and are ageing or have 
a labor shortage have had to lease farmland to neighbors who have the 
capacity to operate a larger farm. At the same time, as opportunities for 
non-farm income increase, land available for tenancy also increases. On 
the demand side, tenancy has increased to meet growing household expen- 
diture and increased commercial farming. Among tenant farmers, about 20 
per cent are commercially oriented and rent large farmland and farm it by 
using hired labor and modern machinery. 

Thus, existing tenancy arrangements cannot be described as an ex- 
ploitative feudalistic system, although tenant farmers constitute a larger 
portion of the absolute poor group than non-tenant farmers. However, when 
the group is subdivided, owner-cum-tenant farmers are not different from 
owner farmers in terms of economic status. The simple tenant and the 
tenant-cum-owner farmers constitute a larger proportion of the absolute 
poor than owner-farmers. f 

The importance of land as a determinant of income has decreased 
substantially. On the other hand, the labor force in the farm and non-farm 
sectors has become a more important factor. Although tenant farmers, 
particularly the simple tenant and tenant-cum-owners, may have relative- 
ly little land, it may not be correct to say that they are poor solely because 
they do not have enough farmland. It should be noted that about 20 per 
cent of tenant farmers are commercially oriented and vigorously expand 
farm size to exploit the market system. The assumption that tenant 
farmers are poor because of non-possession of farmland is rather simplistic, 
even though the total area of tenancy is increasing. Current legislation on 
land tenancy will favorably affect the tenancy arrangement for tenant 
farmers. 


Labor Force and Employment Policy 


Labor Force Trends. While the total population increased substan- 
tially during 1963-1988, the population growth rate decreased remarkably: 
During this period, the average annual population growth rate was 1.7 per 
cent. The proportion of the population under 15 years old decreased from 
43 per cent in 1966 to 30 per cent in 1985, while the proportion of the 
population aged between 15 and 59 years increased from 52 per cent to 63.3 
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per cent. The population over 60 years old also increased from 5 per cent 
to about 8 per cent. 

The increase in the rate of labor force participation was higher than 
the growth rate of the working age population, which may be explained by 
the increase in the female labor force participation induced by strong labor 
demand in the secondary and tertiary sectors. 

The labor force participation rate among those under 19 years of age 
decreased remarkably, possibly as a result of the expansion of secondary 
and tertiary education. However, labor force participation in other age 
groups increased substantially. The highest increase of labor force par- 
ticipation in the farm sector occurred among the over 60 years age group. 
An exodus of the productive labor force from rural areas compelled the aged 
to participate in economic activities. 

Total employment increased by 2.6 per cent annually during 1965- 
1985. Employment in urban areas increased by 6.8 per cent annually while 
it decreased in rural areas by 0.1 per cent over the same period. Until the 
mid-1970s, the annual employment rate in rural areas increased gradually, 
but decreased rapidly since 1975. Consequently, employment in rural areas 
fell to 40.2 per cent of the total labor force in 1985 from 78.8 per cent in 
1960. The unemployment rate has fallen from 8.2 per cent in 1963 to under 
5 per cent since 1970.1’ The unemployment rate in 1988 was 2.5 per cent. 
The unemployment rate (2.9 per cent in 1963 and 0.6 per cent in 1988) in 
the farm sector was lower than in the non-farm sector throughout the 
period. However, underemployment was significant until 1974. In the farm 
sector, the labor force employed for less than 18 hours per week accounted 
for 11.1 per cent of farm employment in 1963. However, the rate was 
reduced to 1.4 per cent in 1988. 

The distribution of the labor force between rural and urban areas has 
shifted as shown in Table 4. The rapid increase of employment in urban 
areas during the 1960s and mid-1970s could be explained by the rapid 
expansion of labor in the secondary and tertiary sectors. Mass migration 
provided a great opportunity for upper social mobility for the migrants. 
However, most migrants, who had been landless tenants and small 
farmers, became urban squatters since they could not adapt to the modern 
industrial urban sector because of inadequate skills and knowledge. 


Forms of Rural Employment. The majority of the labor force 
employed in rural areas was engaged in the farm sector. Employment in 
the farm sector was 70.5 per cent of the total labor force in 1985. Most 
workers in the farm sector were self-employed or were working with family 


17. According to the definition of the Economic Planning Board, a person who worked more than one 
hour in the last week is counted as employed. However, a person who worked less than one hour in the 
last week, in spite of active efforts for employment; is counted as unemployed. 
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Table 4: Distribution of Labor Force by Region 








(000) 
Rural/Total 
Total Urban Rural (%) 

1960 7,028 1,526 5,502 78.3 
1966 7,963 2,364 5,599 70.3 
1970 10,153 3,742 6,411 63.1 
1975 12,682 5,149 7,533 59.4 
1980 12,682 6,416 6,266 49.4 
1985 13,370 7,964 5,873 40.2 
Annual rate of increase (%) 

1960-66 2.10 7.56 0.29 

1966—70 6.26 12.16 8.44 

1970-75 4.55 6.59 3.28 

1975—80 0.00 4.50 -3.62 

1980-85 5.42 4.42 -3.03 

1960-85 2.61 6.83 -0.10 


Source: Economic Planning Board, Report on Population and Housing Census (Seoul, selected 
years). 


members. The number of farm employees gradually increased until 1970, 
but has sharply decreased since then. Labor employed in the non-farm 
sector gradually increased until 1980, but has since decreased. Permanent 
employment in rural areas accounted for 50.5 per cent of employees in 1975, 
with semi-permanent and casual work accounting for 30.7 and 18.7 per 
cent, respectively. Since 1966 there has been a tendency for permanent 
employment to increase, while semi-permanent and casual work gradually 
decreased in rural areas. Casual work was the predominant form of employ- 
ment in the farm sector, with 64.8 per cent of farm employees in 1975. 
Permanent and semi-permanent employment in the farm sector has 
decreased. In contrast, permanent employment has been predominant in 
the non-farm sector. 
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Table 5: Wage Difference by Region and Sector, 1982 


(Won Per Month) 
Non-farm/ Farm/ 
National National 
National Rural Average Average 
Average Non-farm Farm (%) (%) 
Male 309,247 230,000 156,500 74.4: 50.6 
Female 132,979 142,500 118,000 104.8 86.8 


Source: N.W. Oh, "An Analysis of Characteristics of Part-Time Farming and Factors Affecting 
Non-Farm Activity of Farming," (Master’s thesis, Seoul National University, 1984). 


There are significant wage differences according to educational level, 
sex, region and sector. Compared with the wage of a middle-school graduate 
male in 1988, a high-school graduate male receives 9 per cent more; a 
university or college graduate male receives 83 per cent more in the mining 
and manufacturing sector. Table 5 shows the wage difference by region and 
sector. In male wages, the rural non-farm sector receives 74.4 per cent of 
the national average wage; the farm sector receives 50.6 per cent in 1982. 
In female wages, the rural non-farm sector receives 104.8 per cent of the 
national average wage while the farm sector receives 86.8 per cent. The 
female wage was 75.4 per cent of the male wage in the farm sector and 61.9 
per cent in the non-farm sector. 

The characteristics of rural employment determine the wages of 
rural workers. The labor force employed in the farm sector consists 
predominantly of casual workers and the elderly. Female labor force 
participation is growing, but the education level is still low. The major 
characteristics of the rural work force are low education, low wage and 
instability of employment. ' 


Rural Employment Policies and the Poor. Rural off-farm ac- 
tivities have been encouraged to offset the slack in agricultural labor 
demand in off-seasons. The labor requirement in a rice-dominant agricul- 
ture is typified by the M-cycle, a phenomenon of intensive labor require- 
ments (twice the usual requirement) during the cropping season for 
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monsoon paddy rice at seeding or transplanting and harvesting time.!? 
Off-farm activities in monsoon areas, therefore, have been adjusted to the 
M-cycle to distribute family labor evenly throughout the year. Various 
non-farm activities aimed at reducing unemployment or underemployment 
and increasing farm household income were introduced in rural areas 
since the 1960s. 

Government policy supporting rural side-job programs was introduced 
in 1967. Its goals are to: (i) modernize the production processes of agricul- 
ture related industries; (ii) establish a cooperative system for better 
marketing; (iii) develop related industries and increase rural employment; 
(iv) increase farm household income through even distribution of the labor 
force; and (v) establish a foundation for rural industrialization. Under such 
a policy the government provides incentives such as credits, tax deduction 
and extension services in technology, management and marketing. Since 
1967 the government supported 1,560 side-job collectives; but in 1985 only 
559 collectives remained. The reason for the failure of side-job collectives 
was their maladjustment to changing conditions and insufficient govern- 
ment support. 

The Saemaul factory was the major program of rural industrialization 
policy in the 1970s aimed at increasing non-farm income and facilitating 
rural development. Financial support and tax reduction were the major 
policy measures for fostering Saemaul factories. Preferential credits were 
provided to Saemaul factories for investment and operational funds. How- 
ever, the program was not as successful in creating non-farm employment 
and increasing non-farm income for rural farm households as initially 
expected. Overexpansion of factories without considering economies of 
scale and demographic and infrastructure factors were the major con- 
straints on sustaining Saemaul factories in rural areas in the 1970s. 
Moreover, these factories, in most cases, had problems obtaining skilled 
labor, and they suffered a high rate of turnover since there was a general 
tendency to migrate to urban areas after gaining work experience. The 
experience from the Saemaul factory program in the 1970s was a lesson for 
rural industrialization policy in the 1980s. Scattering factories in each Eup 
or Myun ceased and the concept of an industrial complex was introduced 
to increase efficiency for infrastructure building and factory operation.19 

The rural industrial complex program introduced in 1983 is an am- 
bitious government plan to increase non-farm income and develop rural 
areas. Under the Farm Household Income Source Development Act (1983), 


18. For a hypothesis of the M-cycle, M-shape seasonal labor requirements appearing typically in monsoon 
paddy rice farming in Asia, see Y.B. Choe, "M-cycle Hypothesis, Non Farm Activities in the Asian Monsoon 
Economy", in Rural Industrialization and Non-Farm Activities of Asian Farmers (Seoul: Korea Rural 
Economics Institute/Asian Pacific Development Center, 1986). - 

19. An Eup is a township with a population range of 20,000—50,000; a Myun usually has less than 20,000 
people. 
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a rural industrial complex is to be built in a rural center where the 
population size is large enough to supply labor to the industrial complex. 
By law, the local government designates a rural industrial complex estate 
and provides finance and credit for the building of infrastructure such as 
roads, water supply, electricity and telecommunication facilities. The local 
government also provides for tax reduction and credit for the factories of 
the industrial complex.?? By 1989, 445 factories in rural industrial com- 
plexes employed 25,334 workers. However, the income level of local 
workers is not satisfactory. A case study reports that in the Mukge Rural 
Industrial Complex (RIC), local workers accounted for 71.6 per cent of total 
employees; 83.6 per cent of the unskilled workers were paid less than 
200,000 won per month.?! | 

Given the present wage situation, it might be difficult to induce small 
farmers to enter the rural industrial sector. In the case of Mukge RIC, about 
74 per cent of the total employees were female. For a male worker, the wage 
for unskilled labor was considered negligible. On the other hand, skilled 
work or clerical work requiring a higher level of experience and knowledge 
was not affordable. 

Despite expectations that the rural industrialization policy, in con- 
junction with agricultural restructuring policy, would provide non-farm job 
opportunities for rural people, only the marginal labor force in rural areas 
is being absorbed. Relatively low wages and the instability of factory 
operation make farmers, particularly male farmers, hesitate to be full-time 
employees. Low education, unskilled labor force and old age are important 
obstacles to the non-farm employment of rural people. Intensive job train- 
ing programs need to be provided for those who wish to be employed in the 
rural industrial complex, particularly for the poor who need stable jobs 
with higher incomes. 


Rural Education, Health and Social Welfare Policies 


Rural Education. Rural education has improved substantially 
during the last three decades. Primary education has been compulsory 
since 1948, and the enrollment rates have exceeded 100 per cent by 1970, 
both in rural and urban areas. Secondary education is not yet compulsory. 
However, the enrollment rates (99.8 per cent for middle and 80 per cent for 
high school in 1985) in rural areas are comparable to urban secondary 


20. Rural centers include rural cities whose population size is in the 20,000—100,000 range. 

21. K.D. Kim, A Study on the Effects of Rural Industrial Complex Development: The Case of Mukge Rural 
Industrial Complex (Seoul: Korea Rural Economics Institute, 1989). The minimum wage in 1988 was 
144,000 won per month. There were no workers who were paid below the minimum wage in the case 
study. 


Rural Poverty in the Republic of Korea: Trends and Policy Issues 109 


education enrollment rates. Enrollment rates for tertiary education in 
rural areas are far below enrollment rates in urban areas. 

Enrollments in rural schools have been decreasing rapidly as a result 
of migration of the productive rural youth. The smaller number of students 
per class may bring better educational standards, but fewer students may 
result in inefficiency in school operations and management and high costs. 
Consequently, small schools have been merged to increase operational 
efficiency. The amalgamation of primary schools, however, creates high 
costs as students travel further. | 

The expectation of parents for their children's educational achieve- 
ment has been raised. However, the student enrollment rate in university 
or college education in rural areas is significantly lower than in urban 
areas. Rural students are often sent to urban centers for better education, 
so their education expenditure becomes greater than that of urban 
households. In 1985 the educational expenditure of a rural farm household 
was almost double that of an urban household. Indeed, sending rural 
students to urban centers is one of the major mechanisms for the outflow 
of rural income and capital. Rural farm households are burdened not only 
with tuition costs for education but also subsistence expenditures for their 
children in urban areas. Subsequently, most of the students studying away 
from home eventually settle down in the urban areas after completing 
education, which is another capital outflow mechanism from the rural and 
agriculture sector. A case study shows that the outflow in terms of subsidy 
and capital transfer exceeded the inflow.?^ In 1988. the outflow was 
1,267,000 won per household on average while the inflow was 372,000 won; 
so the outflow was 895,000 won on average, which accounted for 11 per cent 
of farm household income. 

As Table 6 shows, educational opportunities for the rural poor, com- 
pared with the rural non-poor, are limited. Among the poor, only 40 per 
cent of the school-age group could afford high-school education. However, 
none of the poor students in the case study proceeded to university, which 
is crucial for upper social mobility in society. In 1985 the government 
prepared integrated policy measures for rural development and alleviation 
of the economic burden for farm households. The measures alleviated the 
economic burden by lowering the interest rate and offering tuition exemp- 
tions. However, the rural poor could not afford to have their children 
continue to study at higher educational institutions because of economic 
constraints. 


22. K.W. Chung, N.W. Oh and J. Huh, Socio-Economic Structure of Rural Villages: The Cases of 
Near-Urban, Plain, Semi-Plain and Mountainous Villages (Seoul: Korea Rural Economics Institute, 1989). 
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Table 6: Student Rate among School Age Group between 
Rural Poor and Non-Poor 


(Percentages) 
Poor Non-Poor 
Number of Number of 
Total Students/ Total Students/ 
School Number Total School Number Total 
Age of School Age Age of School Age 
Children Students Children Children Students Children 
Middle school 
(18-15 years old) 16 15 93.8 28 28 100.0 
High school 
(16-18 years old) 15 6 40.0 36 32 88.9 
University/college 
(19-22 years old) 16 0 0.0 48 18 37.5 


Source: Condensed from K.W. Chung, N.W. Oh, and J. Huh, Socio-Economic Structure of Rural 
Villages: The Cases of Near Urban, Plain, Semi-Plain and Mountainous Villages (Seoul: 
Korea Rural Economics Institute, 1989). 


Health Care and Sanitation. The nutritional intake per capita in 
rural areas is relatively healthy. In 1987 the average intake was 1,926 
calories per day, which was 92.8 per cent of the daily requirement. In urban 
areas the average intake was 87.6 per cent of the daily requirement. 

The protein intake, mainly from cereal, of rural and urban people 
exceeded the daily requirement. The fat intake in rural areas was 29.9 
grams a day, which was about 49.5 per cent of the daily requirement. The 
proportion of rural people with energy and protein intake of less than 70 
per cent of the daily requirement was 6.1 and 8.5 per cent, respectively; the 
proportion of rural people with insufficient fat intake was 73.6 per cent. 
One study reports that there is no significant relationship between insuf- 
ficient energy intake and farm household income level. However, the study 
posits that a correlation exists between insufficient protein and fat intake 
and farm household income level.?? 


23. Office of Rural Development, Research Report on Nutrition and Living Environment (Seoul, 1989). 
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In spite of economic development, rural areas have lagged behind 
urban areas in health care facilities. In per capita terms, medical facilities 
such as hospitals, clinics and the number of hospital beds in rural areas 
were significantly lower than in urban areas (see Table 7). The distribution 
of medical personnel in the private sector in rural areas was worse than 
the distribution of medical facilities. 

The government has emphasized strengthening public health care 
facilities in rural areas. Each county has a public health care center with 
at least one doctor and one dentist. In addition, technicians in the fields of 
radiology and clinical pathology and nurses specializing in tuberculosis, 
maternal infant health care, family planning and leprosy work at the 
center. While the public health care center is intended to fill the role of a 
hospital, it by no means has the capability to provide the medical services 
of a modern private hospital. In 1988 there were 1,315 branch health care 
centers and 2,308 primary health care posts in Myun areas. Each branch 
health care center employs a minimum of three personnel: one medical 
doctor, one dentist and one nurse. The primary health care posts are in the 
rural areas of the Myuns. They employ medical practitioners and village 


Table 7: Distribution of Medical Facilities and Medical 
Personnel in the Private Sector, 1988 


Urban Rural Total 
Total population (000) 29,100 13,700 42,800 
Medical facilities 
General hospital 118 (88.3) 25 (11.7) 213 (100.0) 
Hospital 300 (79.2) 19 (20.8) 379 (100.0) 
Clinic 11,793 (87.8) 1,644 (12.2) 13,437 (100.0) 
Beds 102,441 (84.9) 18,237 (15.1) 120,678 (100.0) 
Medical personnel 
Medical doctor 23,640 (92.1) 2,032 (7.9) 25,672 (100.0) 
Dentist 4,554 (91.3) 438 (8.7) 4,992 (100.0) 


Note: Figures in parentheses refer to percentage shares. 


Source: Ministry of Health and Social Affairs, Yearbook of Health and Social Statistics (Seoul, 
1989). 
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health workers who live among or near villagers to provide basic medical 
services during emergencies. Consequently, the rural poor’s physical acces- 
sibility to medical facilities has been substantially improved. 

A Rural Medical Insurance System (RMIS), a compulsory medical 
insurance scheme, was introduced in 1988 to improve access to medical 
care for rural people. The absolute poor are exempted from all medical 
expenses for services. The poor who are in a state of relative deprivation 
are partly exempted from the charge. 

Sanitation in rural areas has been poor. The proportion of rural 
households who are supplied with public piped water was 24 per cent in 1987. 
About 47 per cent of rural households use "motored" pipe water privately. The 
remainder is supplied by spring wells. Since the water is relatively clean and 
sanitized, there is no threat of serious epidemic diseases such as typhoid fever 
or cholera in rural areas. The water flush toilet system does not prevail in 
rural areas. On the other hand, an improved toilet system has been introduced 
to farm households for recycling the waste. The sewage has been controlled 
by natural biorecycling. However, industrial products such as vinyl, cans, 
plastic and metallics disturb the biorecycling mechanism and have resulted 
in pollution. The increasing use of detergents has also become a potential 
cause of water pollution in rural areas. 


Social Welfare Programs and the Rural Poor. The modern concept 
of social welfare programs began in the 1960s when the government launched 
an economic development plan. The Poor Protection Act was legislated in 
1961, but a public social welfare program for the poor was introduced only in 
1968 when the work program for the rural poor was implemented. Social 
welfare programs were supplemented in the late 1970s. The food subsidy 
program for the poor who had no productive labor force was introduced in 
1975; the health care program for the poor began in 1978; the poor have been 
exempt from middle-school education tuition fees since 1979; and job training 
programs were introduced in 1981 to foster self-reliance among the poor. 

The social welfare programs were revised in 1982. A person with income 
under the poverty norm is considered poor and subsidized by the government 
for such expenses as minimum consumption, rehabilitation, secondary educa- 
tion, childbirth, funeral and medical care. By law, the government conducts 
a survey every September to identify the poor for welfare assistance. In 1988 
any household whose average per capita income was under 44,000 won per 
month with household wealth valued at less than 3.2 million won was con- 
sidered poor and entitled to be protected from poverty by law. All the poor 
determined by law were classified into three protection categories: (1) those 
protected at home (who have relatives to support them); (ii) those protected 
at public welfare facilities; and (iii) the self-reliant poor. The number of poor 
protected by law has decreased; however, the number of rural poor protected 
has been increasing since 1982. 
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Although the social welfare program has been improved, the protec- 
tion or subsidy level has been unsatisfactory. The public welfare budget 
accounted for 1.5 per cent of the national budget in 1988. Consequently, 
subsidies for the poor are negligible. In 1988, 47.9 per cent of poor 
households benefited from the education subsidy program. However, the 
benefits provided by the vocational job training program, the credit 
provision program and the work program were not significant. 

The social security poverty line for those protected at home by law was 
equivalent to 65.6 per cent of the poverty line used in this study. Consider- 
ing that other income-earning opportunities such as job training for 
rehabilitation, credit provision and the work program are limited, the 
subsidies are too small to ensure even subsistence. Identifying the poor and 
expanding their subsidies are urgent tasks to be undertaken. 


Agricultural Policies and Global Environment 


Rice Price Policy. Since rice is the single most important source of farm 
household income, rice price policy has been considered equivalent to the 
agricultural price policy in the country. The government maintained the price 
of major agricultural products at a low level to support industrialization 
during the first Economic Development Plan (1962-1967). Low-price policy 
stimulated rice consumption while productivity remained at a standstill. The 
resultant foodgrain shortage had to be met by imports. As a consequence, a 
deficit in the balance of trade occurred. Furthermore, the terms of trade for 
farm household products deteriorated. Ultimately, there was a rural exodus, 
owing to the resultant economic deprivation in the late 1960s. Food shortages, 
the trade deficit and the worsening farm household economy were the major 
reasons for the shift to a high-price policy. Introduced in 1969, the dual price 
policy for rice and barley helped to increase farm household income and 
minimize the income gap between rural and urban areas. Farm household 
income surpassed urban labor household income in 1971. However, this was 
reversed in the 1980s as the dual price policy was gradually phased out. 

Another effect of the dual price policy was the increase in rice production. 

(Officially, self-sufficiency in rice was achieved in 1976 due to the 
nationwide dissemination of high-yielding varieties and modern farm 
technologies.) The production increase induced by the price policy in the short 
term was estimated at 23 per cent and at 50 per cent in the long term.?* The 
purchasing price increased by 20.7 per cent per annum during 1970—1980.?5 


24. P.Y. Moon and B.S. Kang, Trade, Exchange Rate and Agricultural Pricing Policies in the Republic of 
Korea: The Political Economy of Agricultural Pricing Policy, World Bank Comparative Studies 
(Washington, D.C.: World Bank, 1989). 

25. The real price index deflated by farm household purchase index increased by merely 1.9 per cent 
during 1970-1989. 
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The dual price policy also contributed to preventing seasonal price fluctua- 
tions, which dropped from about 9.3 per cent during 1960-1969 to about 2.3 
per cent during 1970-1979. However, the dual price policy has been criticized 
for creating inflation, inequality and market distortions. Although necessary 
to stabilize farm household income and to induce rice production, the policy 
became a significant financial burden to the government. As the free trade 
and the. Uruguay Round negotiations proceeded, the dual price policy was 
withdrawn. Consequently, farm income dropped significantly. Supporting the 
rice price policy raised not only the problems of inequality and inflation but 
also the problem of the readjustment of agriculture to cope with the changing 
environment of the world economic system. 


Agricultural Credit Policy. The major sources of agricultural credit 
are the banking funds of the National Agricultural Cooperative Federation 
(NACF), the National Fisheries Cooperative Federation (NFCF), the Na- 
tional Livestock Cooperative Federation (NLCF), Bank of Korea loans, 
government funds, public funds and foreign loans. The NACF is the. most 
important institution for providing agricultural credit to farmers. It sup- 
plied farmers 83.9 per cent of total credit in 1988. 

The 1950s was the germination period for agricultural credit policy 
The amalgamation of the Agricultural Bank and the Agricultural Coopera- 
tive in the 1960s marked an epoch in the development of agricultural credit. 
The connection of agricultural credit with cooperative activities in agricul- 
tural production and marketing processes brought efficiency to rural and 
agricultural development. A number of important developments in agricul- 
tural credit policy occurred in the 1970s. First, the agricultural coopera- 
tives in each Eup or Myun became responsible bodies for supplying 
agricultural credit. Second, farmland which was not recognized as security 
prior to 1970 could be used as mortgage. Third, a trust credit provision 
system was introduced in 1972. Fourth, various special funds related to 
. agriculture were expanded. 

There were two distinctive characteristics of agricultural credit policy in 
the 1980s. The first was the expansion of mid-term and long-term agricultural 
credit with a view to agricultural restructuring. The Farm Mechanization 
Fostering Fund and Farm Successor Fostering Fund were established in 1980, 
and the Rural Area Development Fund in 1987. The second was the alleviation 
of the economic burden of farm households through reduction of interest rates. 
Since 1985 there has been a series of interest rate reductions and postpone- 
ment of the refunding period for public loans. However, there has been 
criticism that since the interest rate reduction has not been accompanied by 
an inducement to make productive agricultural investments, these measures 
ultimately inerease the government's financial burden. 

As public loans increased, the proportion of private loans was reduced 
substantially. Private debt by the end of 1988 was 15.3 per cent of total 


. won 
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debt per farm household. Farm household debt has increased rapidly since 
the mid-1970s. The increase was mainly attributed to agricultural restruc- 
turing policies and rural housing programs. 

Although today’s banking institutions do not discriminate among 
farmers, long-term public loans are favorable to larger farmers who have 
capital investment capabilities with collateral availability. Small farmers 
are not seriously discriminated against in receiving short-term farm 
management loans. 


Agricultural Finance and Taxation. Public revenue has increased 
significantly, but not the share of expenditure on economic development. 
Large defense expenditures and other general expenses have been the main 
constraints. Financial expenditure on agriculture, forestry and fisheries 
development has increased substantially, but it only represented 5 per cent 
of total public expenditure in 1988. 

Agricultural investment in the 1970s was focused mainly on food produc- 
tion and agricultural infrastructure development. However, such expendi- 
tures have been reduced since the 1980s. On the other hand, expenditure on 
rural area development and rural income source development increased 
substantially. These increases were attributed to the increase in expenditure 
on programs fostering rural industrialization, integrated rural development 
and other programs included in the overall agricultural restructuring pro- 
gram. However, the sharp reduction of investment in food production and 
agricultural infrastructure building has resulted in a sharp decrease in farm 
income. Rural industrialization and integrated rural area development 
programs became alternatives to supplement the income gap. However, these 
projects have long gestation periods. 

Agricultural tax had once been an important revenue source for the 
local government. It contributed 80.5 per cent of total local government 
revenue in 1960, compared with 49.6 per cent in 1980. The exemption line, 
exempting 88 per cent of farmers from agricultural taxation, was raised 
substantially. By 1988 the members of NACF, NFCF and NLCF were 
exempt from all value-added taxes on agricultural intermediate materials 
and the savings tax. 


- Agricultural Trade Policies and the Uruguay Round Negotia- 
tions. The Republic of Korea achieved a trade surplus in 1986, and this 
was due to changes, i.e., the devaluation of the U.S. dollar (in effect the 
devaluation of the won as it was linked to the dollar), lower oil prices and 
declining interest rates, in the world economic environment. However, the 
trade surplus resulted in import liberalization and an appreciation of the 


In 1988 the country imported agricultural products worth $2,716 
million, the largest import commodity being grains. The self-sufficiency 
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rate for foodgrains was reduced to about 39 per cent in 1988, compared with 
about 94 per cent in 1965. The reason for this decrease was government 
policy which emphasized rice production. Lower grain price on the inter- 
national market also contributed to this fall in the self-sufficiency rate. 

Although the Republic of Korea is a large importer of agricultural 
products, there have been frictions in bilateral trade, mainly attributable 
to the bi-polarized trade pattern of the country with Japan and the United 
States. Agricultural trade negotiations in the Uruguay Round are expected 
to ease the bilateral trade frictions through agreement and the creation of 
a new international trade order. However, there is divergence of interest 
among countries. The Republic of Korea insists that agriculture in develop- 
ing countries should be protected due to the importance of non-trade 
concerns such as food security, rural employment and protection of the 
environment. Therefore, it suggests that a special and differential treat- 
ment is essential for developing countries so that they can adjust their 
agricultural structure to the new order. 

However, the trend toward trade liberalization in agriculture is in- 
evitable. As a result, subsidies for agricultural production and marketing 
will be reduced significantly. The outcome of the Uruguay Round of negotia- 
tions may cause a reduction in agricultural production and a fall in 
prices. Consequently, farm income will decrease and a rural exodus and 
the idleness of agricultural resources will ensue. Nevertheless, trade 
liberalization in general would benefit a country such as the Republic of 
Korea which has chosen an export-oriented development strategy. How- 
ever, the Republic of Korea maintains that it is still at a developing stage, 
particularly in agriculture; therefore, liberalization of agricultural trade 
Should be gradual so that its agriculture can adapt to the new environment. 


Agricultural Restructuring Policy. Agricultural restructuring 
can be achieved by increasing the competitiveness of agriculture by enlarg- 
ing the scale of farming, technology development and efficient farm 
management and by increasing farm household incomes through non-farm 
activities. 

Agricultural development in the country has been achieved through 
total production increase. The economy of the farm household, therefore, 
has been ignored to some extent. The average farm size was 1.17 ha in 1988, 
with 62.5 per cent of farms under 1 ha. With such small-scale farming, 
farmers cannot compete with foreign agriculture and earn an income 
comparable with urban wage earners. Considering the small farm size and 
the large farm population, agricultural restructuring policy is not an easy 
task. Furthermore, when the Uruguay Round of negotiations end, agricul- 
ture will be greatly affected by competition from cheap foreign agricultural 
products. Although some critical items will be spared due to non-trade 
concerns, a significant decrease in agricultural production is expected. 
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Consequently, a sharp decrease in farm employment is likely to occur. 
Problems may arise if non-farm sectors cannot accommodate the displaced 
labor force from the agriculture sector. Other problems may arise from the 
demographic structure of farm employment. As agricultural liberalization 
proceeds, migration of the rural young will accelerate, leading to further 
degeneration of the rural labor force. 

Although restructuring of agriculture is urgent and inevitable, it must 
be carefully considered and implemented. First, agricultural restructuring 
policy needs to be formulated, taking into account the long-term direction 
of agriculture. Although the Uruguay Round negotiations have been predi- 
cated on multilateral free trade, rice, the major staple foodcrop, needs to 
be cultivated, because it is the basic foundation of agriculture and society. 
Second, labor-intensive farming must be shifted to technology and capital- 
intensive farming. Third, the policy needs to be implemented gradually to 
avoid any major shock to agriculture and to the rural community. Fourth, 
restructuring policy needs to be synchronized with other policies such as 
an integrated rural development policy, a rural employment policy, social 
security and farmers pension programs. Otherwise, a large number of small 
farmers may fall into poverty. 


Economywide Policies 


The basic thrust of the export-oriented economic development policy 
was to maximize the value of domestic output through international trade. 
The policy is based on the implicit premise that poverty will be alleviated 
as GNP grows. 


Foreign Loans and Capital Formation. Foreign loans which were 
negligible in the early 1960s increased rapidly as investment in in- 
dustrialization increased since 1966. Foreign loans reached a peak in 1981 
and have decreased substantially since 1983. Foreign liabilities were 
reduced to $31,150 million in 1988. Foreign direct investment was negli- 
gible, compared with the size of foreign loans, accounting for less than 10 
per cent of foreign capital until 1985. However, foreign direct investment 
has increased since then. Foreign loans for rural and agricultural develop- 
ment were invested mostly in the 1960s and 1970s, focusing on infrastruc- 
ture building such as farmland consolidation and reclamation, water and 
irrigation systems and farm roads. Foreign loans totalling $1,394 million 
were invested in the agriculture sector. These have played an important 
role in promoting investment in the economy for three decades. During 
1966—1980 foreign savings amounted to almost 30—40 per cent of total 
investment. However, the role of foreign loans in new capital formation has 
been insignificant since 1982. 
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Inflation, Interest Rates and the Exchange Rate. There was 
significant inflation during 1962-1988. The wholesale and consumer 
price indices recorded a 12.6 and 12.3 per cent annual increase, respective- 
ly, during the period. The two oil shocks in the 1970s greatly affected 
inflation. However, the wholesale price index and consumer price index 
were relatively stable in the 1980s. Inflation had negative effects on 
economic growth and income distribution in particular. Capitalists could 
accumulate capital and wealth through government-funded loans, whereas 
those without access to these funds had to suffer relative deprivation 
because of inflation. 

The interest rate was manipulated to mobilize industrial capital and 
support exports. The government adopted a high interest rate policy during 
1965-1972. However, since 1972 the interest rate both on deposits and 
loans has been kept down to reduce the burden of loan interest for 
entrepreneurs. Government-funded loans were not limited only to foreign 
trade but were also used for economic development to foster, for example, 
small and medium enterprises, rural and agricultural development, hous- 
ing, environment conservation and anti-pollution projects. However, only 
a relatively small portion of government-funded loans was allocated to the 
agriculture and fishery sector, whose share has dropped to less than 15 per 
cent since 1968. 

Proper management of the exchange rate has become an important 
policy instrument as the country has adopted an outward-oriented develop- 
ment strategy. The won continued its devaluation until 1985, but started 
to appreciate in 1986 when the trade balance turned to a surplus. As a 
result, export performance deteriorated, and the foreign trade surplus was 
significantly reduced. The exchange rate policy provided leverage for ex- 
ports from the 1960s until the 1980s. 


Repercussion of Growth on the Rural and Agriculture Sector. 
One can expect GNP growth to bring about an increase in farm household 
income through rural and agricultural development. However, this expec- 
tation is based on these premises: (i) agriculture will be developed through 
technology innovation and infrastructure building; (ii) accordingly, farm 
household income will increase because of an increase in agricultural 
productivity and non-farm job opportunities; (iii) farm size will increase 
as farm population and farm households decrease substantially; and 
(iv) developmental disparities between rural and urban sectors will be 
eliminated as development trickles down to the rural and agriculture 
sector. 


Agricultural Productivity. During 1963-1988 value added in the 
agriculture and forestry sector grew at a rate of almost 3 per cent per 
annum. Compared with the annual GNP growth rate which was almost 9 
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per cent per annum, this growth rate was relatively low. However, the 
agriculture and forestry sector recorded more than 4 per cent annual 
growth in the 1960s and in the early 1970s. Since 1975 the growth rate has 
slowed down. During the 1980s, the agriculture and forestry sector 
recorded an annual growth of less than 1.5 per cent. 

Technology innovation and price support policy induced a high growth 
rate in the agriculture and forestry sector during the 1960s and the 1970s. 
However, a low growth rate in the agriculture sector during the mid-1970s 
and early 1980s was attributed to lower investment in the agriculture 
sector and the withdrawal of incentives for agricultural production such as 
the price support policy for rice and barley. Although government financial 
expenditure for the agriculture, forestry and fishery sector has not 
decreased, the relative contribution of commercial bank loans, including 
government-funded loans, has decreased rapidly since 1970. 

The rate of increase in land productivity has slowed down since 1975, 
causing a worsening in the terms of trade for the farm household economy. 
On the other hand, labor productivity has increased substantially since 
1970 mainly because of a decrease in employment in the agriculture and 
forestry sector which caused a rise in the wages of the farm sector and an 
increase in capital accumulation. However, given low returns to capital, 
the increase in capital accumulation has led to an increase in farm 
household debt. 


Farm Household Income. Farm household income increased by 5.3 
per cent annually during 1962-1988. Compared with GNP growth, the 
increase in farm household income was relatively low. Farm household 
income increased rapidly during 1970-1975, 1980-1985 and 1985-1988, 
while it recorded lower rates of increase during 1962—1970 and 1975-1980. 
The rate of increase of farm income has been slow compared wtih the rise 
of the absolute poverty line since 1980. 

Until 1975 farm household income was determined mainly by farm 
income, which contributed 77.8 to 81.9 per cent to total farm household 
income during 1962-1975. However, this portion has decreased since 1975. 
In 1988 farm income accounted for 60.4 per cent of farm household income. 
On the other hand, non-farm income from various sources such as income 
transfers and donations has increased substantially since 1980. This 
growth of farm household incomes since 1980 was attributed, to some 
extent, to the increase in non-farm income. However, non-farm income, 
particularly wage income from non-farm activities, did not expand, despite 
economic development, since industrialization has been mainly in 
metropolitan areas and major port cities. Until industrialization was intro- 
duced to rural areas in 1985, opportunities for non-farm jobs were scarce. 
The scarcity of educated young people in rural areas has been another 
reason for low-wage income earning. 
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Rural-Urban Disparity. Except for the period 1972-1977, farm 
household income was lower than the income of urban labor workers. Farm 
household income surpassed urban labor worker income during 1972-1977, 
when the price support policy was strengthened and high-yield rice varieties 
were widely disseminated. However, since 1980 farm household income has 
fallen below that of urban labor workers. In 1988 farm household income was 
93 per cent of the household income of an urban worker. 

Income is not the only measure of disparity between rural and urban 
areas. Education is very important for upper social mobility. Although there 
is no significant quantitative difference in educational achievement between 
rural and urban areas, the quality of secondary education for rural areas is 
lower. Poor housing, road and transportation and insufficient water supply 
facilities and sewage system are also features of a deteriorating rural settle- 
ment environment. People in rural areas have been disadvantaged in produc- 
tion and marketing by poor agricultural infrastructure. Lack of cultural 
activities in rural areas is an important factor in the migration of the young 
and educated people from rural areas to urban centers. This mass migration 
of the rural young and the productive labor force has led to a number of serious 
problems in the rural and agriculture sector. 

First, it has raised the labor cost of agricultural production and capital 
accumulation in the agriculture sector. Consequently, farm household debt 
has increased. Second, the increase of landownership by urban residents 
and a decreasing number of farm households have restricted land mobility. 
The average farm size did not increase during 1962-1988 as expected. 
Third, mass migration has generated serious social problems such as the 
decrease of the fertility rate, the increase of the aged index and the 
disorganization of village social groups. This mass exodus to urban centers 
threatens the sustainability of the rural community. 


Political Economy 


The Republic of Korea has experienced the turmoil caused by the 
superpowers, war, hunger and poverty. Economic development and mod- 
ernization have been viewed by the people as a way to overcome their 
problems. Economic development was the first priority of the Third 
Republic. "Growth first" was the catch-phrase for economic development in 
the 1960s and the 1970s. Thus, the country channelled its energies toward 
economic growth. Since manufacturing was considered to have the greatest 
potential, most of the available resources, incentives and subsidies were 
provided for the development of the manufacturing sector. 

The lopsided emphasis on economic growth caused an imbalance in 
development, and individual welfare and income distribution issues were 
largely ignored. However, in the early stage of industrialization, agricul- 
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tural and rural development was emphasized along with industrial 
development. The Office of Rural Development (ORD) was established in 
1961 for research and extension services. Efficient dissemination of high- 
yielding varieties and advanced agricultural technologies in the 1960s and 
1970s was the result of the efficient ORD system. 


Village Community Receiving Mechanism. Historically, rural vil- 
lages have been autonomous and self-reliant. Important village issues are 
‘referred to the Village Assembly. Traditionally, the village members organize 
community groups for economic, social and cultural purposes. Since local 
autonomy ceased in 1961, the village chief has been appointed by the township 
head. The village has become a machinery for receiving state government 
development programs transmitted through local government. The govern- 
ment introduced various functional groups in rural villages for transmitting 
development policies. The village receiving mechanism has contributed great- 
ly in transmitting government policies to individual farmers. 

Village organizations and social groups are basically indigenous. Al- 
though the government introduced various functional groups to rural villages, 
these were mostly absorbed in the indigenous community system of the rural 
village. Village people who tackled problems through group activity could 
easily absorb government policies into their community system. 


Popular Support. The political and economic development goals of the 
government were supported by the people. The political slogan "freedom from 
hunger" appealed to the masses who had been suffering from poverty. Fur- 
thermore, the economic development objectives were linked with ideology. 
Since the people in the 1950s were afraid of communist aggression, the 
commitment to overcoming such aggression and modernization was widely 
supported. The government was thus successful in organizing people and 
shaping their attitudes. In the 1960s it launched the People’s Movement for 
Reconstruction as a form of educational program to encourage people to 
participate in government development programs. In the 1970s the govern- 
ment launched the Saemaul Undong—a new community movement—through 
which the government could mobilize people and resources for infrastructure 
building and encourage diligence, self-help and cooperation. The government 
continuously boosted the work ethic and morale of the people and encouraged 
them to work hard for a prosperous future. Mottos such as "humble life for 
savings”, defending national territory through working", “contribute to the 
modernization of the motherland" were initiated by the President, and such 
values as thriftiness, diligence, self-reliance and cooperation were praised as 
virtues necessary for economic development and nation building. 

The Saemaul Training Program was initiated at various levels in the 
1970s. The trainees included ministers of the state government, provincial 
governors, farmers, businessmen, workers and professors. The program 
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consisted mainly of presentations and discussions on successful cases of 
farming, village reconstruction, business operation and government policy 
formulation, among other things. The main objective of the program is to 
help people in different sectors and different classes to understand each 
other better and eliminate possible areas of conflict. 


Drawbacks of the Development Strategy. The Republic of Korea 
adopted the strategy of fostering large corporations to encourage in- 
dustrialization and exports. However, growing oligopoly and concentration 
of wealth have been a concern as they can distort the free market system 
and result in inefficiencies. Government policies for improving income 
distribution and fostering small and medium industries are in conflict with 
policies fostering large corporations to improve the competitiveness of 
Korean enterprises in international markets. 

The role of agriculture and rural development in the 1960s and 1970s 
was basically to support industrialization. Once it was felt that this had 
been accomplished, support to the agriculture sector was withdrawn sub- 
stantially. Although the productivity of agriculture has increased, the rural 
sector faces the prospect of decreasing sustainability and increasing 
foreign pressure on domestic agricultural markets. 

Wider developmental disparities among regions and sectors are the 
legacy of an unbalanced development strategy. Although this strategy 
provided the needed stimulus to economic development in the 1960s and 
1970s, it had negative effects on sustained growth and development in the 
1980s as it concentrated human resources and capital into metropolitan 
areas and resulted in the pollution and degradation of the environment. In 
the early stage of industrialization, the “growth first" policy ignored the 
costs of industrial waste, despite the fact that the costs are enormous and 
transferred to the masses, particularly to the poor, since the polluted 
environments are where the poor must survive. 

In the 1980s strong state power and authoritative decision making 
have been challenged by the growing power of the citizens. Increasingly, 
citizens press for a more democratized process of decision making for 
greater efficiency. Voluntary citizen movements for economic and social 
justice and anti-pollution movements have been organized. Policies of 
democratization, economic and social justice and anti-pollution measures 
have been emphasized as the citizens’ awareness of the issues grows. 


Conclusions and Policy Implications 
Rural poverty in terms of absolute deprivation has been substantially 


alleviated during the last three decades. In 1988 the absolute poverty line 
for a farm household of five was 3,779,568 won ($5,525) a year. The 
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estimated poverty head-count ratio in 1988 in the farm sector was 6.5 per 
cent, compared with 33.7 per cent in 1967. As farm household income grew, 
the farm poverty head-count ratio declined. However, relative poverty 
remained at a significant level. The poverty line of relative deprivation for 
a farm household of five was 5,351,500 won ($7,824) a year. The relative 
poverty head-count ratio in the farm sector was 17.9 per cent in 1988, 
compared with 31.6 and 36.1 per cent in 1967 and 1970, respectively. As a 
long-term trend, relative poverty in the farm sector has decreased since 
1970s. However, the issue of relative poverty has arisen as income in- 
creases in the farm sector were slow during 1983-1987. 

The existence of significant relative poverty is mainly the result of the 
export-oriented and unbalanced development strategy pursued by the 
government which has resulted in the concentration of national resources 
and infrastructure in the capital city and a few metropolitan urban areas. 
It also contributed to the concentration of resources and capital in the 
hands of a few entrepreneurs in the export-oriented manufacturing and 
trading sectors. 

In spite of unbalanced development and inequality, the experience of 
the Republic of Korea has been evaluated as a successful economic develop- 
ment model for a number of reasons. First, the country was one of the few 
countries which escaped from chronic poverty and underdevelopment after 
World War II. Second, the inequality problem is not as serious as in other 
developing countries undergoing economic growth, even though it has now 
become an issue. Third, it has almost overcome the foreign debt problem, 
which has been considered as a mechanism for foreign dependency, and has 
now become a creditor country. Fourth, the quality of life has improved 
significantly through GNP growth even though there exists a wide develop- 
ment gap between rural and urban areas. 

There are a number of factors which have contributed to the country’s 
success in alleviating rural poverty. First, export-oriented and growth-pole 
development strategies were considered the most rational decision by the 
government in the 1960s. Manufacturing was the growth-pole sector. Thus, 
available resources, incentives and government favors were provided to the 
manufacturing and export-driving entrepreneurs. Large corporations were 
fostered as the driving force of industrialization and exports during the 
development decades. Rapid transfers of labor force between sectors con- 
tributed to an even distribution of income by increasing the wage portion 
of workers in the industrial sector and the portion of per capita productivity 
in the agriculture sector. 

Second, the Korean War and the two land reform programs con- 
solidated an equitable economic base which could provide equal oppor- 
tunities for upper social mobility. As a direct distribution policy, the land 
reforms contributed in generating a large number of owner-farmers. The 
land reform program made a direct contribution to agricultural and 
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rural development by motivating farmers to increase agricultural produc- 
tivity. With increased agricultural productivity, farmers could expand 
educational opportunities for their children who contributed greatly to 
economic development in the last three decades. 

Third, the population growth rate has declined continuously; it has 
fallen from 3 per cent a year in the 1950s and 1960s to 0.96 per cent in 
1987. The success in the control of population growth was attributed to a 
family planning program introduced in 1962. 

Fourth, the successful mobilization of people and resources during the 
development decades was made possible, to some extent, by the existence 
of an efficient village communal system. The people’s work ethic, invest- 
ment in education, propensity to save and solidarity in the face of external 
aggression have also been important. In this context, the role of ex- 
perienced government bureaucrats was extremely important in preparing 
development programs. 

The role of agriculture during the development decades was to support 
industrialization mainly through the supply of cheap foodstuffs and labor. 
Therefore, agriculture has been developed to achieve high production. The 
sustainability of the individual farm household as a farming unit has been 
largely ignored. Since the mid-1970s, incentives for agricultural production 
have been withdrawn substantially, partly because the goal of rice self-suf- 
ficiency was met and foreign pressure on domestic markets was increasing. 
Farm households have been losing sustainability rapidly. They face dif- 
ficulties not only in competing with foreign agriculture but also in attaining 
incomes comparable with urban wage earners. Thus, the increasing rela- 
tive poverty in the rural and agriculture sectors is likely to become a heavy 
financial burden for the government. Growing development disparities 
among regions and sectors will bring political instability and eventually 
have a negative effect on economic growth and development. Therefore, 
efforts should be made for restructuring agriculture and farm units to cope 
with the changing global environment and to maintain sustainability. 

The government fostered large corporations as the driving force for 
industrialization and exports. Some of them grew into large world corpora- 
tions. However, economic concentration has become a social and political 
issue that needs to be addressed. The call for more equitable distribution 
is gaining strength and conflicts between labor unions and corporations 
have engendered a high social cost. Therefore, equity issues should be 
considered for sustained growth and development. Greater investment 
needs to be made in human resource development and infrastructure 
building to provide more opportunities for upper social mobility for the 
poor. 


Rural Poverty in the Philtppines: 


Incidence, Determinants and Policies 
Arsenio M. Balisacan* 


idespread poverty, unemployment and underemployment have 
been persistent characteristics of postwar Philippine develop- 
ment. The three are interrelated and are influenced by 
economic, political and sociocultural factors, including the 
country’s development strategies and the global environment for trade and 
finance. This article analyzes some aspects of the poverty problem, 
describes the differential effects of public policies and programs on the 
rural poor, and suggests areas for policy reforms aimed at alleviating rural 
poverty. 

The majority of the poor are in rural areas and households whose 
incomes are derived mainly from agriculture are among the poorest.! 
Urban poverty is partly a spillover of low household incomes and poverty 
in rural areas where extreme poverty encourages migration to urban areas. 
The process is often facilitated by the concentration of social and economic 
services in urban areas, by pricing policies that tend to favor urban 
consumers and industrial producers, and by legislation such as the wage 
control that unduly raises returns to factors of production in urban areas. 

It is frequently claimed that development efforts in the 1950s overem- 
phasized increases of the gross national product (GNP), rather than the 
alleviation of poverty. In the 1970s and 1980s, on the other hand, there was 
a conscious shift in the orientation of development effort toward poverty 
reduction and greater income equality. The urgency in the 1980s of 
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addressing macroeconomic stabilization and adjustment issues is viewed 
as having hindered policies and programs aimed at alleviating poverty. 

The poverty reduction effort in the Philippines has its roots in the 
early years of development planning after World War II. In the 1950s, given 
the severity and magnitude of unemployment and underemployment as 
well as the attendant poverty problem, growth was seen not as a rival target 
to poverty alleviation but as an instrument to ameliorate it. The Five-Year 
Economic and Social Development Program for 1957-1961, for example, 
states: 


A higher standard of living of the people is the core of economic 
growth. To attain this end, aggregate production has to be increased 
and the low-income groups must be particularly benefitted. Un- 
employment and underemployment must be ... significantly 
reduced, 


Similarly, the Four-Year Economic Program for the Philippines for 
1967—1970 notes: 


The basic economic problem is the inadequacy of the dualistic 
economy to support a rising standard of living for the country’s 
rapidly growing population.... One of the major consequences ... is 
the substantial and growing unemployment situation.... [To] solve 
the unemployment problem, the rate of investment will have to be 
increased. 


It is another matter to claim that the development plans were never 
really implemented,’ or that the strategies adopted to promote sustained 
growth and hence to ameliorate poverty were inappropriate. Given the 
magnitude of poverty, the plans appeared to have recognized that there 
could be no dramatic alternative for reducing poverty and improving the 
quality of life. Further, they provided a strategy of rapid growth that was 
thought to be the only reliable way of making a sustained impact on 
poverty. 

This article argues for a comprehensive approach to rural poverty 
reduction. One element of this approach is the rapid expansion of the 
productive use of the poor’s most abundant asset, labor, both within and 
outside the farm. Among other things, this calls for an improvement in the 
access of the landless poor to land resources as well as to infrastructure 
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6. See Emmanuel S. de Dios, ed., An Analysis of the Philippine Economic Crisis: A Workshop Report 
(Quezon City: University of the Philippines Press, 1984). 


Rural Poverty in the Philippines: Incidence, Determinants and Policies 127 


and technology. Another element is the direct provision of social services 
to the poor, including primary health care and nutrition, primary educa- 
tion, and family planning. 

This article first provides an overview of the major changes in the 
structure of production and employment, income distribution, and poverty 
over the last three decades and characterizes the rural poor in relation to 
their socioeconomic circumstances. It then examines the link between 
access to employment opportunities and rural poverty and discusses issues 
comcerning access to land, technological change, rural poverty and the 
provision of social services to the rural poor. Subsequently, it explores the 
implications of economywide and sector-specific policies on the growth of 
employment and rural incomes. Finally, it draws some conclusions and 
outlines further implications. 


Economic Growth, Income Inequality and Poverty 


Economic Growth and Structural Change. At the turn of the 1950s, 
the Philippines had the highest GNP per capita in Asia, with the exception of 
Malaysia and Japan. Although its GNP per capita of $150 (at 1952-1954 
prices) was only four fifths that of Malaysia and about one half that of Japan 
in 1950, it was about one-and-one-third that of Taipei, China" and more than 
twice that of the Republic of Korea.’ Thailand, with a comparable population 
and natural resource endowment, had a GNP per capita of $80. By 1970 the 
country's GNP per capita was still among the highest in developing Asia, but 
lower than Republic of Korea and Taipei, China. However, by 1988 its GNP 
per capita fell to 63 per cent of that of Thailand. 

Growth in gross domestic product (GDP) slowed down from an average 
annual rate of 8 per cent in the first half of the 1950s to an average of 4.5 
per cent in the late 1950s and the early 1960s.? This trend was reversed in 
the late 1960s and the 1970s when the growth rate averaged 5.6 per cent. 
The economic crisis of 1984 and 1985 led to an overall contraction of the 
economy by an average of about 2 per cent annually in the first half of the 
1980s. Combined with a relatively high population growth, the contraction 
led to a decline in per capita income by an annual average of 4.3 per cent, 
effectively reducing per capita income to the 1975 level. The economic 
recovery in 1986-1989 led to a growth rate comparable with that of 1966— 
1985. The overall growth performance in 1965—1986 was dismal compared 
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with that for developing monsoon Asia, the middle-income developing 
countries, and the member countries of the Association of Southeast Asian 
Nations (ASEAN).19 

The growth of industrial output enabled the share of industry in GDP 
to rise from about 26 per cent in the mid-1950s to 33 per cent in the late 
1980s. The rise follows a well-known pattern in economic development. 
However, this pattern was not matched by an increasing share of the 
industrial sector in total employment. Between the mid-1950s and the late 
1980s, industry’s share in total employment remained at about 15 per cent. 
Employment in this sector grew at an average of only 2.9 per cent during 
1956-1989, and the growth of manufacturing was even slower. The residual 
labor force and the new entrants to the workforce were thus absorbed 
largely in the agriculture and services sectors where self-employment was 
more common and wages more flexible. This process, however, limited the 
growth of labor productivity and real income in these sectors. 

Adverse developments in the global environment of trade and finance 
(e.g., the oil shocks of 1973/1974 and 1979/1980) and adverse terms of trade 
in the 1980s partly explain the economic malaise in recent years. But the 
fact that other countries achieved higher growth suggests that domestic 
economic structures and policies cannot be absolved of the responsibility 
for poor economic performance.!? 

Postwar government policies tended to ignore the theory of compara- 
tive advantage by unduly promoting capital-intensive, import-substituting 
industries and penalizing labor-intensive exports and backward integra- 
tion.1? While these policies led to an initial spurt in overall economic growth 
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(during the import substitution period in the early part of the 1950s and 
the economic recovery period in the late 1980s), they subsequently put a 
strain on the country’s capacity to earn foreign exchange required for the 
importation of capital goods for continued growth. Macroeconomic pricing 
policies tended to severely overvalue the exchange rate, particularly in the 
1950s when import and exchange controls were the primary means of trade 
and payments adjustments and in the 1960s when a cascading tariff 
structure replaced import and exchange controls. The overvalued exchange 
rate depressed the relative prices of labor-intensive tradable goods, en- 
couraged the movement of scarce resources toward less labor-intensive 
non-tradable or home goods production, and thus put a downward pressure 
on real wages. 

Moreover, generous fiscal incentives provided a window for the 
development of export-oriented manufacturing establishments, but for the 
most part, ‘the new export sector functioned almost as export processing 
zone and bonded warehouse ‘enclave’ ... which had little interaction with, 
and provided little benefit to, the domestic economy except primarily 
through the (limited) employment of labor."!4 Government interventions, 
especially in the 1970s and early 1980s, also tended to diminish the role of 
the market mechanism in favor of regulations by parastatals and tended 
to promote a monopolistic structure in important sectors of the economy. 
The intermittent balance-of-payments crises, the persistence of 
widespread poverty, and unemployment and underemployment have been 
a reflection of the weaknesses of the economic structure engendered by 
policy regimes. 


Income Distribution. This analysis is based on the various Family 
Income and Expenditure Surveys (FIES) undertaken from 1961 to 1988. 
The 1975 and 1979 surveys, however, were not published due to technical 
problems, and excluding 1975 and 1979, it appears that the FIES provides 
a reasonably good series for the analysis of trends in income inequality and 
poverty over the last three decades. 

It is often desirable to use more than one summary index of inequality, 
since some indices are more sensitive than others to changes in the dif- 
ferent parts of the size distribution of income. The Gini (G) index, the 
summary measure commonly employed in the Philippines, is relatively 
more sensitive to changes in the middle ranges than in the extreme ranges 
of the size distribution of income. This is so since G depends on the rank 
order weights of income recipients and on the number of recipients in a 
given range. The coefficient of variation (CV), on the other hand, is more 
sensitive to changes in the upper ranges of the distribution, since it 
attaches equal weights to transfers at all levels of income. The standard 
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deviation of logarithms (SDL), derived when incomes are expressed in 
logarithms, is one measure which is more sensitive to changes in the lower 
ranges than in the other parts of the distribution. That is, the fact that a 
logarithmic transformation staggers the income levels tends to underes- 
timate inequality.15 

The Atkinson index (A) of inequality, which is based on rankings 
implied by a social welfare function, is also used. This index is sensitive to 
the degree of inequality aversion, e> 0, that is, the relative sensitivity to 
transfers at different income levels.16 As e rises, a greater weight is 
attached to transfers at the lower end of the distribution and less weight 
at the top. Low values of < (say, 0 and 0.5) reflect greater sensitivity to 
extreme-wealth inequality, whereas values of exceeding 2 reflect greater 
sensitivity to extreme-poverty inequality. If, say e= 5, the Rawlsian maxi- 
min preferences are reflected, i.e., only the welfare of the poorest of the 
population is considered.!” 

Both G and A lie between zero (complete equality) and unity (complete 
inequality). CV and SDL, on the other hand, do not have an upper bound 
value, although both indices take a value of zero when income is equally 
distributed across families. The added appeal of A over the other measures 
is that it allows one to state the following: if A = 0.4, and if incomes were 
equally distributed, then only 60 per cent of the existing national income 
is needed to achieve the same level of social welfare (according to the 
particular social welfare function). 

Table 1 shows the estimates of these measures for the five rounds of 
FIES.18 All the above measures exhibited little changes over the years. 
If income were equally distributed and if a moderate degree (say, e= 2.5) 
of inequality aversion is assumed, the same level of economic welfare could 
be achieved with only 44 per cent of actual national income in 1961 and 48 
per cent in 1988. Considering that GDP per capita grew by an annual 
average of nearly 2 per cent between 1961 and 1971, the relatively small 


15. See D.G. Champernowne, "A Comparison of Measures of Inequality of Income Distribution", 
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Sen, On Economic Inequality (New York: W.W. Norton & Company, 1973). 
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Table 1: Income Distribution, 1961-1988 


Index 1961 1965 1971 1985 1988 


All Families 
Coefficient of variation 1.094 1.076 1.003 0.963 0.949 
Standard deviation of logarithm 0.409 0.445 0.486 0.873 0.874 
Gini Index 0.486 0491 0.478 0.446 0.445 
Atkinson Index 
€= 0.5 0192 0.198 0.185 0.161 0.159 
€ = 1.5 0.485 0476 0458 0.385 0.384 
€ = 2.5 0.557 0.684 0.612 0.515 0.515 
€= 5.0 0.682 0.782 0.784 0.661 0.662 
Rural Families 
Coefficient of variation 0.797 0.797 0.920 0.772 0.769 
Standard deviation of logarithm 0.318 0.366 0.396 0.310 0.310 
Gini Index 0.886 0.410 0.448 0.878 0.878 
Atkinson Index 
€= 0.5 0.121 0.135 0.161 0.114 0.14 
€= 1.5 0.305 0.3864 0.409 0.293 0.293 
€ = 2.5 0.424 0.520 0.559 0415 0.415 
€ = 5.0 0.567 0.689 0710 0.576 0.574 
Urban Families 
Coefficient of variation 1.116 1.129 0.893 0.945 0,910 
Standard deviation of logarithm 0.462 0.448 0.395 0.373 0.363 
Gini Index 0.506 0.503 0440 0.442 0.431 
Atkinson Index 
€ = 0.5 0209 0.207 0.156 0.157 0.149 
€= 1.5 0.497 0483 0.406 0383 0.368 
€= 2.5 0.654 0.633 0.568 0517 0.502 
€ z 5.0 0.707 0.778 | 0.736 0.668 0.656 





Source: Authors calculations. 
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change was rather unusual, compared with the growth and income dis- 
tribution experience of the Asian newly industrializing economies (NIEs) 
where economic growth was accompanied by considerable improvement in 
income distribution.!? Even in the late 1960s when GDP grew by about 5 
per cent and during the economic recovery in the late 1980s, income 
distribution barely improved. One may argue that this is not unexpected 
when viewed in the context of the inverted U-shaped relationship between 
economic growth and income distribution.^? While plausible, such relation- 
ship has, however, received little empirical support. Fields, in surveying 
the available evidence from the experiences of various countries, concludes 
that “whether inequality increases or decreases with economic growth 
depends on the type of growth rather than on the level of GNP or the rate 
of GNP growth per se.2 Many others also emphasize that income inequality 
is determined as much or more by the type of economic development, 
including policies followed, as by the level of development.” 

The increase in personal income inequality in rural areas between 
1961 and 1971 is surprising. This period was characterized by fairly rapid 
agricultural growth, especially in the rice sector where the adoption of 
high-yielding modern varieties was unusually rapid compared with many 
other Asian countries. The average real family income in rural areas 
increased by 19 per cent between 1961 and 1965 and by 19 per cent between 
1965 and 1971. In contrast, while average real family income in urban 
areas increased by 21 per cent in the first period, it stagnated in the second 
period. Thus, the rural-urban income ratio increased from about 40 per cent 
in 1961 and 1965 to 48 per cent in 1971. 

In the 1980s, when the growth of agriculture slowed down, along with 
the rest of the economy, income distribution in the rural areas improved, 
even though the rural-urban income ratio was steady between 1971 and 
1988. It was observed that the adoption of modern technologies in the 1960s 
and early 1970s tended to be initially concentrated among large farmers, 
with small farmers catching up in later years.?? This, along with the highly 


19. For a compilation of Gini estimates obtained from several studies, see Bautista, Poverty Alleviation, 
Economic Growth, and Development Policy in East Asia. See also the earlier comparison of Gini ratios in 
selected Asian countries by Harry T. Oshima and Bruno Barros, "Trends in Growth and. Distribution of 
Income in Selected Asian Countries", Philippine Economic Journal, vol. 15 (Manila, 1976), pp. 480—521. 
20. Most often associated with Simon Kuznets, the inverted U-shaped hypothesis depicts a development 
path whereby income inequality increases in the early stages of development and decreases in the later 
stages. 

21. Gary S. Fields, "Income Distribution and Economic Growth", in The State of Development Economics: 
Progress and Perspectives, ed. Gustav Ranis and T, Paul Schultz (Oxford: Basil Blackwell Ltd., 1988). 
22. John Fei and Gustav Ranis, Development of the Labor Surplus Economy (Homewood, Illinois: Irwin, 
1964); and Irma Adelman and Cynthia Taft Morris, Economic Growth and Social Equity in Developing 
Countries (Stanford: Standord University Press, 1973). 

23. Robert Herdt, "A Retrospective View of Technological and Other Changes in Philippine Rice Farming, 
1965—82", Economic Development and Cultural Change, vol. 35 (January 1987), pp. 329-349 
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skewed distribution of agricultural landholdings in the Philippines and the 
slow growth of productive employment opportunities in off-farm areas in 
relation to the growth of the labor force, partly explains the pattern of 
income inequality in rural areas. 


Poverty Line and Poverty Incidence. The identification of the 
poor and the aggregation of the data on the poor into an overall measure 
of poverty involve a construction of a poverty line or threshold.** For 
practical purposes, a poverty threshold is defined as the critical minimum 
amount of income below which a person cannot attain a predetermined 
consumption bundle of goods and services, judged necessary for the ful- 
fillment of certain basic consumption needs, most importantly adequate 
nutrition. 

The commonly used summary measure of poverty in the Philippines 
is the head count index, expressed as the proportionate number of 
households whose incomes fall below the poverty line. The drawback of 
this measure is that it is entirely insensitive to changes below the poverty 
line; a poor person may become poorer, but according to the head count 
index, poverty remains the same. Furthermore, the index of poverty is 
insensitive to an income transfer from a person below the poverty line to 
one above it—indeed an absurd property of a summary index of poverty. 

In addition to the head count index, the following summary measures 
are employed: 


(i) The income gap, which is measured as the average income 
shortfall of the poor (expressed in proportion to the poverty line). 


Gi) The poverty gap, which is measured as the arithmetic mean of 
the income shortfall (expressed in proportion to the poverty line) 
over the whole population. This measure is sensitive to both the 
number of the poor and their degree of poverty. One objection to 
it, however, is that it is insensitive to the redistribution ofincome 
within the poor group owing to the equal weights attached to the 
various poverty deficits. 


Gii) The Foster-Greer-Thorbecke, FGT, (a=2) index, which is 
measured in the same way as the poverty gap index except that 


24. For a discussion of conceptual and empirical issues involved in poverty measurement, see T.N. 
Srinivasan, "Poverty: Some Measurement Problems", Bulletin of the International Statistical Institute, 
vol. 47 (1977), pp. 655-670; T.N. Srinivasan, "Rural Poverty: Conceptual, Measurement and Policy Issues" 
(Paper prepared for the Asian Development Bank Study on Priority Issues and Policy Measures to 
Alleviate Rural Poverty, Manila, 1991); and Atkinson, op. cit. 
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the weights are simply the squared income shortfalls.25 Unlike 
the head count and poverty gap indices, measured poverty using 
FGT (a=2) decreases whenever a transfer of income takes place 
from a poor household to a poorer one. 


(iv) The Sen index, a well-known distributionally sensitive measure 
that takes into account the poor’s income shortfalls as well as the 
inequality of income among the poor.*® 


All these measures indicated a decline in poverty incidence from 1961 
to 1988 (see Table 2). According to the head count poverty index, poverty 
incidence declined from 75 per cent in 1961 to 62 per cent in 1971, to.58 
per cent in 1985 and to 49 per cent in 1988. The average poverty gap over 
the whole population was about 40 per cent in 1961, 30 per cent in 1971 
and 17 per cent in 1988. Although income inequality hardly changed 
between 1961 and 1971, the head count declined by an annual average of 
1.3 percentage points.2’ This shows that the benefits of a relatively modest 
growth of GDP per capita, averaging about 2 per cent per year during this 
period, trickled down to the poor, although only minimally compared with 
the experience of other Asian countries. Moreover, the often-repeated 
argument that post-World War II economic growth completely bypassed the 
poor is not supported by the figures in Table 8. 

The incidence of poverty was higher in rural areas than in urban 
areas, although the difference has tended to lessen since 1961. This ten- 
dency paralled the increase in the ratio of average rural family income to 
average urban family income. The head count index indicated that rural 
poverty accounted for the bulk of overall poverty (nearly three fourths in . 
1965 and 1971 and about two thirds in 1985 and 1988), mainly because of 
the greater number of families residing in rural areas. This contribution 
appeared to be even larger if poverty gaps were used as weights (i.e., 


25. The FGT index is a class of additively decomposable poverty measures. The head count and the 
poverty gap are special cases of this index, i.e., for œ = 0 and & 1, respectively. These measures are 
additively decomposable in the following sense: the aggregate (population) poverty level is simply a 
weighted average of the subgroup poverty levels, the weights being their population shares. Moreover, 
a distributionally sensitive FGT measure (a> 1) satisfies the main axioms for a desirable summary 
measure of poverty. For more details, see James E. Foster, Joel Greer and Erik Thorbecke, "A Class of 
Decompossable Poverty Measures”, Econometrica, vol. 52 (May 1984), pp. 761—766. For a survey of 
aggregate indices of poverty, see James E. Foster, "On Economic Poverty: A Survey of Aggregate 
Measures", Advances in Econometrics, vol. 3 (1984), pp. 215-251. 

26. Amartya K. Sen, "Poverty: An Ordinal Approach to Measurement", Econometrica, vol 22 
(1976), pp. 219—231. 

27. These rates of decline were, however, lower than those for other countries of similar income level, 
based on data in the World Bank's World Development Report 1990 (Washington, D.C., 1990), pp. 45-48. 
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Table 3: Indices of Poverty Incidence by Region, 1988 


Total Share of Contribution to 
Number Area in Total Poverty 
of Families Total Head Poverty Head Poverty 
C000) Families Count Gap Count Gap 
All Families 10,533 100.00 49.52 18.00 100.00 100.00 
Metro Manila 1,435 13.63 32.12 10.00 8.84 7.60 
Ilocos Region 625 5.93 48.43 15.00 5.80 4.96 
Cagayan Valley 438 4.16 47.76 17.00 4.01 3.94 
Central Luzon 1,038 9.86 38.46 12.00 7.65 6.59 
Southern Tagalog 1,284 12.19 50.20 19.00 12.36 12.92 
Bicol Region 738 7.01 66.15 26.00 9.36 10.16 
Western Visayas 957 9.08 62.31 24.00 11.43 12.15 
Central Visayas 829 7.87 55.33 22.00 8.79 9.65 
Eastern Visayas 599 5.68 60.57 23.00 6.95 7.29 
Western Mindanao 539 §.12 50.72 18.00 5.24 5.14 
Northern Mindanao 607 5.76 51.45 20.00 5.98 6.42 
Southern Mindanao 738 7.00 51.28 19.00 7.25 7.42 
Central Mindanao 493 4.68 47.47 16.00 4.49 4.18 
Cordillera Autono- 
mous Region 214 2.03 44.95 14.00 1.84 1.58 
Urban Families 3,985 100.00 39.95 14.00 100.00 100.00 
Metro Manila 1,435 36.02 32.12 10.00 28.96 26.35 
Ilocos Region 142 8.55 50.92 19.00 4.53 4.94 
Cagayan Valley 64 1.60 43.07 19,00 1.72 2.22 
Central Luzon . 433 10.86 31.84 10.00 8.66 7.95 
Scuthern Tagalog 444 11.13 40.95 13.00 11.41 10.59 
Bicol Region 156 3,90 52.98 19.00 5.18 5.43 
Western Visayas 264 6.62 58.82 23.00 9.74 11.14 
Central Visayas 265 6.64 43.45 15.00 7.22 7.29 
Eastern Visayas 134 3.37 63.14 26.00 5.32 6.41 
Western Mindanao 93 2.34 43.84 16.00 2.56 2.74 
Northern Mindanao 156 3.92 46.92 17.00 4.61 4,88 
Southern Mindanao 267 6.69 40.06 14.00 6.71 6.85 
Central Mindanao 83 2.09 38.33 12.00 2.00 1.83 
Cordillera Autono- 
mous Region 50 1.26 43.50 15.00 1.38 1.39 
Rural Families 6,548 100.00 54.08 19.00 100.00 100.00 
Ilocos Region 483 7.38 44.60 13.00 6.08 5.03 
Cagayan Valley 374 5.71 46.54 16.00 4.92 4.80 
Central Luzon 605 9.24 36.71 10.00 6.27 4.85 
Southern Tagalog 841 12.84 54.49 20.00 12.94 13.48 
Bicol Region 582 8.89 69.74 27.00 11.47 12.60 
Western Visayas 693 10.58 64.28 23.00 12.58 12.77 
Central Visayas 564 8.62 62.07 24.00 9.89 10.85 
Eastern Visayas 464 7.09 58.03 21.00 7.61 7.81 
Western Mindanao 446 6.81 51.74 18.00 6.52 6.44 
Northern Mindanao 450 6.88 51.96 19.00 6.61 6.86 
Southern Mindanao 471 7.20 56.26 20.00 7.49 7.55 
Central Mindanao 410 6.26 49.51 16.00 5.73 5.26 
Cordillera Autono- 
mous Region 163 2.49 41.33 13.00 1.90 1.70 





Source: Author's calculatidus based on the 1988 FIES. 
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consideration is given to poverty aversion), simply because poverty gaps 
were larger in rural areas than in urban areas. 

In general, the ranking of estimates of the distributionally sensitive 
measures, the FGT index for a= 2.0 and the Sen index, is not largely 
different from the ranking given by the head count and poverty gap indices. 
Thus, in the discussion henceforth, the head count and poverty gap indices 
will be used. 

Despite the noticeable increase in income inequality in the rural areas 
between 1961 and 1971 (see Table 1), all the indices of rural poverty showed 
a decline during this period, further supporting the argument that rural 
(mainly agricultural) growth itself, even if it initially increases income 
inequality, is a powerful stimulus to poverty reduction. Table 3 shows that 
there are substantial differences in the incidence of poverty among the 
various regions of the country. 


Characteristics of the Rural Poor. The majority of the rural poor 
are engaged in farming (see Table 4). About two thirds of all farming 
families were considered poor in 1988; this group had an average income 
shortfall of about 40 per cent of the poverty line. The incidence of poverty 
was equally high among families whose incomes depended mainly on 
fishing. Their contribution to total rural poverty, however, was much lower 
(11 per cent) than that of farming families, simply because the former group 
accounted for only 9 per cent of all rural families. Families dependent 
mainly on incomes earned outside farming, fishing and forestry formed 
another single block (37 per cent) of families in the rural areas.28 The 
incidence of poverty among this group was much lower—about 40 per cent 
of the families were poor and the average income shortfall for the group 
was 31 per cent. 

The traditional characterization of the rural poor is that the poorest 
of them are the landless and those who are dependent mainly on wage 
incomes. Surprisingly, Table 4 shows that the intensity of poverty, as 
indicated by income shortfalls, among the self-employed is as severe, if not 
more severe, than wage households (although there are differences across 
occupations, as shown below). In agriculture, the poor self-employed heads 
of households include primarily lessees, tenants and small owner-cul- 
tivetors. Within agriculture, among the poorest were (i) farm workers in 
sugarcane, rice, corn, coconut and forestry, and (ii) corn and "other crop" 
farmers, coconut farmers and fishermen (see Table 5).29 Rice producers had 
a lower average income shortfall and fewer members below the poverty 


28. There is an overrepresentation here owing to the clustering of families whose occupations were not 
declared into the "other occupation" category. l 

29. Unlike the 1985 FIES, the 1988 FIES does not allow for a disaggregation of agricultural families by 
main occupation (e.g., self-employed rice farmers and sugarcane workers). 
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threshold, but they contributed almost one fourth of the overall poverty in 
agriculture owing to the large proportion (28 per cent) of rice farmers in 
agriculture. 

The rural poor tend to belong to relatively young age groups, have a large 
family and low educational attainment. Moreover, the poor families in agricul- 
ture are characterized by a high level of underemployment, an inadequate 
access to or use of modern technology (partly because of lack of access to 
credit), a high dependence on incomes in agriculture and little access to social 
services, including health care and family planning services. The high level 
of underemployment in agriculture arises partly from the monsoon-dependent 
nature of agricultural production. The access of the poor to land is limited by 
the high concentration of landholdings (especially in sugarcane, coconut and 
export crops such as banana and pineapple) and, ironically, by land reform 
programs covering only tenanted rice and corn farms. 

For the large number of poor owner-cultivator farmers, farm size is 
small, and the farm is often located in unfavorable areas, e.g., outside of 
irrigated areas. Their ability to improve their lot is substantially limited 
by their low incomes and little access to credit. With the sluggish growth 
of productive employment opportunities outside the farm, the main source 
of income of the rural poor is the agriculture sector. Their limited access 
to social services, on the other hand, is due to the concentration of these 
services in urban areas, to lack of information, to the poorly designed 
composition of publicly provided services, or to intimidation by officials. 

Rural poverty is also common in areas where agricultural productivity 
is low and where droughts and typhoons occur frequently. In these areas, 
rural non-farm employment forms an important source of supplementary 
household income. However, the poor are concentrated in traditional in- 
dustries with low skill and capital requirements and very low labor produc- 
tivity. Moreover, the pressure of the very rapid growth of the labor force in 
rural areas has led to a decline in real wages, especially for the unskilled 
workers. But in areas such as Central Luzon, where agricultural produc- 
tivity growth is high, the substantial growth of non-farm employment slows 
down the fall in real wages. 

In assessing the relative contributions of various socioeconomic and 
geographic factors on a family’s poverty status, a simple regression model 
for all rural households has been estimated. The dependent variable is the 
income/needs ratio, defined as the (natural logarithm of the) ratio of per 
capita household income to the region-specific poverty line, using the 1985 
FIES data. The specific variables and their means are given in Table 6. The 
estimated parameters are -summarized in Table 7. This table also 
gives the beta coefficients which relate a one standard deviation in 
the dependent variable to a similar change in the independent variables, 
thus highlighting the relative importance of each independent variable in 
explaining changes in the income/needs ratio. 
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Explanatory 
Variable 


SEX 

SPOUSE 
EDUCATION 1 
EDUCATION 2 
EDUCATION 3 
EDUCATION 4 
OCCUPATION 1 
OCCUPATION 2 
OCCUPATION 3 
OCCUPATION 4 
OCCUPATION 5 
SECTOR 1 
SECTOR 2 
REGION 1 
REGION 2 
REGION 3 
REGION 4 
REGION 5 
REGION 6 
REGION 7 
REGION 8 
REGION 9 
REGION 10 
REGION 11 


In AGE 
In SIZE 


Source: 


Table 6: Variable Definitions and Means 


If household head is male 

If spouse is gainfully emplyed 

If attended or completed elementary 

If attended or completed high school 

If attended college 

If completed college 

If service or non-farm unskilled worker 

If skilled transport or communication worker 
If clerical or sales worker 

If professional or manager 

If agricultural worker or farmer 

If employment is in industry 

If employment is in agriculture 

If household is from Ilocos Region 

If employment is from Cagayan Valley Region 
If household is from Central Luzon Region 

If household is from Southern Tagalog Region 
If household is from Bicol Region 

If household is from Western Visayas Region 
If household is from Central Visayas Region 


If household is from Eastern Visayas Region 


If household is from Western Mindanao Region 


If female 

Otherwise 
Otherwise 
Otherwise 
Otherwise 
Otherwise 
Otherwise 
Otherwise 
Otherwise 
Otherwise 
Otherwise 
Otherwise 
Otherwise 
Otherwise 
Otherwise 
Othersise 
Otherwise 
Otherwise 
Otherwise 
Otherwise 
Otherwise 


Otherwise 


If household is from Northern Mindanao Region Otherwise 


If household is from Southern Mindanao Region Otherwise 


Natural logarithm of the age of household head 


Natural logarithm of family size 


Based on 19&5 FIES data. 


Mean 


0.886 
0.255 
0.640 
0.189 
0.041 
0.032 
0.022 
0.122 
0.055 
0.022 
0.599 
0.084 
0.607 
0.092 
0.068 
0.093 
0.134 
0.083 
0.107 
0.088 
0.070 
0.066 
0.068 
0.072 


3.785 
1.486 
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Table 7: Regression Estimates of Income/Needs Function: Rural Families 
(Dependent Variable = natural logarithm of the ratio of 
per capita income to poverty line) 





Explanatory Variable Coefficient t-ratio Beta Coefficient 
Constant —1.231 —12.787 

In AGE 0.383 18.390 0.179 
In SIZE ^ — -0.266 ~23.779 —0.217 
SEX 20.112 —5.491 —0.053 
SPOUSE 0.108 7.701 0.071 
EDUCATION 1 0.135 6.377 0.097 
EDUCATION 2 0.337 13.471 0.197 
EDUCATION 3 0.695 19.055 0.207 
EDUCATION 4 1.012 22.711 0.265 
OCCUPATION 1 0.071 1.587 0.016 
OCCUPATION 2 0.084 2.501 0.041 
OCCUPATION 3 0.178 5.451 0.061 
OCCUPATION 4 0.101 1.979 0.022 
OCCUPATION 5 —0.126 -2.211 -0.092 
SECTOR 1 -0.051 —1.626 —0.021 
SECTOR 2 0.005 —0.087 0.003 
REGION 1 0.050 1.359 0.022 
REGION 2 0.074 2.230 0.028 
REGION 3 0.199 6.365 0.087 
REGION 4 0.049 1.694 0.025 
REGION 5 —0.264 —8.316 —0.109 
REGION 6 —0.188 —6.194 —0.087 
REGION 7 —0.379 —12.068 —0.161 
REGION 8 0282 -8.530 -0.107 
REGION 9 0.058 1.753 0.022 
REGION 10 —0.193 —5.811 —0.073 
REGION 11 0.012 0.355 0.004 
Adjusted R2 0.301 

F-value l 150.414 

Number of observations 9,015 





Source: Authors estimate based on 1985 FIES data. 
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Strictly speaking, one can only interpret the estimates in Table 7 as 
explaining the variation in the income/needs ratio conditional on past 
decisions concerning the accumulation of stocks of human and physical 
‘assets. They do not explain the process by which households have accumu- 
lated these assets. To the extent that selectivity in asset accumulation 
takes place, the benefit to a typical household of owning a certain asset 
could be overstated. Despite this limitation, one can reasonably take these 
estimates as providing an idea of the relative importance of these assets in 
explaining differences in the income/needs ratio. 

The relative importance of the household head's educational attain- 
ment in explaining differences in the income/needs ratio is evident in the 
magnitude of the beta coefficients. Family size negatively affects the 
income/needs ratio, other things being equal, and is second to education in 
terms of relative importance. The regression results also show that the 
income/needs ratio rises with the age of the household head, confirming the 
common observation that the poor tend to be proportionately greater among 
the younger age groups. 

Geographical region is, in most cases, likewise significant, with the 
Bicol Region, the Visayas, and Mindanao tending to be associated with a 
lower income/needs ratio than in Southern Tagalog and the regions north 
of the National Capital Region. Interestingly, sectoral employment is not 
statistically significant, clearly suggesting that the intensity of rural 
poverty cuts across sectoral lines and types of households. Another inter- 
esting result is the negative sign of the sex variable, thereby suggesting 
that low income/needs ratio is associated with households headed by male, 
all other factors remaining equal. This result conflicts with the common 
perception that rural households headed by females tend to have a higher 
incidence of poverty than those headed by males. 


Rural Labor Supply, Unemployment and Poverty 


Employment generation in the Philippines is poor in relation to the 
standards of the Asian NIEs and of many other countries at similar income 
levels. This is significant considering that the lack of productive employ- 
ment opportunities, together with the relatively rapid growth of the labor 
force, is at the core of the poverty problem. In large part, public policies 
have created distortions that not only have been inimical to sustainable 
economic growth but also have adversely affected employment growth. 

New entrants to the labor force reached about 600,000 in the late 
1980s, of which about 40 per cent was contributed by rural areas. The 
growth of the labor force, especially from the female members of the 
working age population, was particularly high (averaging 3.8 per cent 
annually) in the late 1970s and the early 1980s, although it decelerated in 
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the late 1980s.°° This rate of growth closely matched the expansion of 
employment in the 1970s, but was slightly higher than employment growth 
in the 1980s, particularly during the 1983-1985 economic crisis. Interest- 
ingly, while employment growth was persistently lower than output growth 
in the 1970s (the implicit employment elasticity with respect to output for 
this period was close to 0.65), it was not the case in the early 1980s. 
Employment continued to expand at an extraordinarily high rate of 3.5 per 
cent per year in 1981-1985 even though GDP contracted by an annual 
average of 1.9 per cent. However, the number of visibly underemployed 
workers (defined as those who worked less than 65 days for the reference 
quarter but still wanted additional work) was high, averaging 16.7 per cent 
ofthe total number of employed workers during the period (in contrast with 
the average of 10.7 per cent for the period 1976-1980). 

The economic recovery in 1986-1989, which boosted GDP growth to 
an annual average of 5.5 per cent, also brought with it an expansion of 
employment, although at a rate hardly sufficient to absorb the new 
entrants to the labor force. Thus, the open unemployment rate continued 
to increase from about 4.6 per cent in the 1970s and 6.6 per cent in 
1983-1985 to 8.6 per cent in 1986-1989. By 1989 there were 2 million 
unemployed individuals, more than half of them in the rural areas. A large 
number of the employed were underemployed in the urban informal sector 
(mostly services) and in subsistence agriculture. 

While agriculture accounted for nearly one half of the total employ- 
ment in the late 1980s, it contributed only about one fourth of the total 
national output. Services, on the other hand, accounted for 40 per cent of 
total employment and about 40 per cent of total national output. Although 
the shares of agriculture in output and employment were comparable with 
those of other countries of similar income levels, the same cannot be said 
for services. In other countries, the average share of services in national 
output was about 45 per cent while its share in total employment was about 
25 per cent, thereby implying a much higher relative labor productivity.?! 
It is apparent that a large part of the employment in services (as well as 
in agriculture) in the Philippines reflects a forced adoption by the sector of 
redundant workers and a high degree of underemployment in the sector. 


30. The increase in the female labor force participation rate can be explained partly by the decline in real 
wages in the 1970s and 1980s. As wages had been falling, females, especially housewives and the elderly, 
entered the labor market in order te maintain family incomes. Oshima, de Borja and Paz noted that the 
average number of earners per family rose from 1.83 to 2.0 in the 1970s. This, in turn, of course, might 
have accentuated the fall in real wages as the rise in the female participation increased labor supply. 
Another factor that facilitated the female participation in the labor market was the work opportunities 
opened up to them during the 1970s. For more details, see H. Oshima, E. de Borja and W..Paz, "Rising 
National Income Per Worker and Falling Real Wages in the Philippines in the 1970s", Philippine Review 
of Economics and Business, vol. 23, nos. 3-4 (September and December 1986), pp. 151-190. 

31. Based on the figures from World Bank, op. cit.; and International Labour Organisation, International 
Labour Statistics (Geneva, 1990). . 
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The patterns of labor productivity growth and real wages highlight 
the structural bottlenecks in the economy, particularly the economy’s 
persistent failure to absorb the growing number of underemployed mem- 
bers of the labor force. From the trends in average labor productivity in the 
three major sectors of the economy—agriculture, industry and services— 
since the mid-1950s, three major observations can be noted. 

First, average labor productivity in agriculture has consistently been 
lower than in industry and, in the late 1980s, lower than in services. 
Second, labor productivity in the services sector was comparable with that 
in manufacturing in the late 1950s, remained virtually stagnant in the 
1960s and early 1970s, and then dropped steadily in the late 1970s and in 
the 1980s. This occurred in tandem with the substantial increase in the 
share of the services sector in total employment, from 25 per cent in the 
mid-1950s to 39 per cent in the late 1980s. Third, although labor produc- 
tivity in industry managed to rise in the 1960s and 1970s, growth soon 
petered out and labor productivity fell for the most part of the 1980s. 
Average labor productivity in industry in 1986-1989 was even lower than 
during the economic crisis of 1983-1985. It is apparent that not only has 
industry failed to absorb an increasing proportion of the labor force, as was 
the case in other countries of similar income levels and in the Asian NIEs, 
but also was unable in recent years to reverse the decline in labor 
productivity. | 

The rapid growth of the labor force, in conjunction with the slow pace 
of employment generation in productive areas, created a large pool of 
unemployed and underemployed. Because the rural sector failed to absorb 
the additional labor force members and to provide full employment to its 
workers, pressure built up for laborers to move out from the farm to rural 
non-farm and to urban areas. This tended to depress real wages outside the 
farm, especially those for unskilled occupations (mainly in the services 
sector). The trends in real wages for skilled, unskilled and agricultural 
workers over the last two and a half decades, lends support to this claim. 
The persistent fall in labor productivity in the services sector was matched 
by a persistent fall in real wages for both skilled and unskilled workers. 
Moreover, although real wages in agriculture were lower in the 1980s than 
in the 1960s, the drop was not as sharp as that in wages for skilled and 
unskilled workers: This implies that the unskilled and skilled occupations 
outside the farm bore the larger burden of adjustment to lower real 
wages.?? 


32. For a systematic explanation of the movements of real wages in the Philippines in terms of the 
standard trade-theoretic Stolper-Samuelson-Rybcynski model, see Deepak Lal, "Stolper-Samuelson-Ryb- 
cynski in the Pacific: Real Wages and Real Exchange Rates in the Philippines, Hone 1978", Journal of 
Development Economics, vol. 21 (1986), pp. 181-204. 
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The incidence of poverty declined between 1961 and 1988 despite the 
overall fall in real wages. Besides the slight reduction in income inequality 
in the 1980s, two other factors partly explain the decline in poverty: the 
increased participation rate of the labor force, particularly among women, 
and the substantial rise of the share of non-wage, non-entrepreneurial 
incomes in total household incomes. Comparable estimates of labor force 
participation rates rose from 60 per cent in the mid-1970s to 65 per cent in 
the late 1980s. Based on the various rounds of the FIES, the share of rent, 
remittances, gifts, support assistance, and reliefin total household incomes 
swelled from only 17 per cent in 1961 to 32 per cent in 1985 and 27 per cent 
in 1988. The proportion of households mainly dependent on these incomes 
rose substantially from about 5 per cent in 1961 to 19 per cent in 1985 and 
16 per cent in 1988. Finally, the proportion of families reporting remittan- 
ces, support assistance and relief increased from 22 per cent in 1961 to 88 
per cent in 1985. . 

It bears noting that persistent declines in real wages and the rise in 
per capita income were rather unique to the Philippines. In the post-World 
War II experience of Asian countries, particularly Republic of Korea and 
Taipei, China, growth was accompanied by rising real wages in agriculture 
and industry (not due to effective minimum wage laws), even when there 
was considerable unemployment,?? labor productivity growth and expan- 
sion of employment accompanied the growth of GDP per capita in these 
countries. Government policies in the Philippines, on the other hand, 
tended to undermine both productivity growth and the generation of 
productive employment opportunities for its expanding labor force. 


Access to Land, Technological Change and Rural Poverty 


In the Philippines, as elsewhere, rural poverty and insurgency 
problems have often been related to access to land and to tenurial relations. 
As shown earlier, poverty incidence is relatively high among landless 
agricultural workers and farmers cultivating small plots of land. Moreover, 
in regions where the concentration of land ownership is relatively high, the 
incidence of poverty is correspondingly high. Insurgency in these regions 
has tended also to be more pronounced than in other regions. These 
associations do not, of course, imply that limited land access is, by itself, 
the only factor that has contributed to existing rural poverty, nor do they 
suggest that it is the sole factor that has spawned insurgency. The limited 
growth of employment opportunities outside the agriculture sector and the 
country's relatively high population growth might have been equally im- 
portant determinants of rural poverty. Nonetheless, it remains true that 


33. Oshima, de Borja and Paz, op. cit. 
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institutional and policy changes concerning access to land resources have 
an important bearing on poverty alleviation. Moreover, these demonstrate 
the government’s resolve to address the issue of income inequality. 


Agricultural Productivity, Land Resources, Land Tenure and 
Poverty. Population growth in the rural areas has outpaced the opening 
of new lands for cultivation, particularly since the beginning of the 1970s. 
The inevitable consequence of limited employment opportunities in the 
non-agriculture sectors of the economy has been the continued decline in 
farm sizes and in cultivable land per unit of agricultural worker. For all 
farms, the average farm size fell from about 3.5 hectares (ha) in 1960 and 
1971 to 2.8 ha in 1980, the latest census year. 

Farm size and land/labor ratio have often been associated with rural 
poverty, but as Table 8 shows, the correlation is rather weak. The Ilocos 
Region, Central Luzon, Cagayan Valley, and Central Visayas had the 
lowest average farm sizes in 1980, but the average poverty gap in these 
regions was among the lowest in 1985 and 1988. Similarly, in.the Bicol 
Region and in Northern and Southern Mindanao, where average farm sizes 
were relatively large, poverty gaps were above the national average. 

The incidence of poverty in agriculture appears to have a sharper 
association with the size distribution of operational landholdings than with 
average farm size. This is not surprising considering that landlessness is 
highly correlated with landholding concentration and that the landless 
agricultural workers are among the poorest groups and have little employ- 
ment opportunities outside of agriculture. Southern Tagalog and Cagayan 
Valley do not seem to fit this generalization, but agriculture has been more 
diversified in Cagayan Valley than in most of the regions, and in Southern 
Tagalog employment opportunities outside the agriculture sector are avail- 
able, partly due to the region’s proximity to Metro Manila. 

Tenancy has also been associated with rural poverty. Indeed, as seen 
below, an important feature of post-World War II land reform programs 
was the prohibition of share tenancy. The argument has been that farmers 
are poor because of the high incidence of tenancy (the proportion of farms 
under tenancy to total farms), considered one of the highest in Asia. This 
situation has changed only minimally since 1960.?4 The census of agricul- 


34. Changes in category definitions of farms do not make the last three censuses of agriculture strictly 
comparable. Many of the commercial/plantation crops classified as manager-operated farms in the 1971 
census, for example, were classified as farms "leased for a fixed amount of money/produce" in the 1981 
census. Quisumbing and Adriano conjectured that the 1980 census was meant to "shed less light on the 
distributional matters than its predecessors (not in terms of the design of the census, but in the manner 
of its reporting). For more details, see M.A. Quisumbing and L.S. Adriano, "Past Programs and 
Accamplishments in Philippine Land Reform," in In Search of a Land Reform Design for the Philippines, 
ed. Yujiro Hayami, Ma. Agnes Quisumbing and Lourdes S. Adriano (Los Bafios: University of the 
Philippines, Agricultural Policy Research Program, 1987). 
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ture in 1960 indicates that only about 45 per cent of the total crop and 
livestock farms (and 53 per cent of the total physical area) were fully owned 
by the operators themselves. The 1980 census figure was about 59 per cent. 
The proportion of rented or leased farms, on the other hand, hardly 
changed, from 37 per cent in 1960 to 38 per cent in 1980. 

In systematically assessing the importance of tenancy (and other factors) 
in explaining regional differences in agricultural poverty incidence, head 
count and poverty gap functions have been estimated using the 1985 and 1988 
FIES data. These data are supplemented by regional indicators obtained from 
various sources. In each function, the following explanatory variables are 
included: size distribution of farms (F DIST), expressed as the ratio of physical 
area above 10 ha to total area; average farm size (FSIZE); irrigation (IRRIG), 
expressed as the ratio of irrigated to total farm area; incidence of tenancy, 
alternatively defined as the ratio of the number of farms under share tenancy 
to total number of farms (VTENANCY) and as the ratio of area of farms under 
Share tenancy to total area of farms (ATENANCY); level of urbanization 
(URBAN), expressed as the ratio of urban population to total population; and 
road density (ROAD), defined as the ratio of total road (in km) to total 
harvested area (in sq km). IRRIG is a proxy for land quality. The last two 
variables, URBAN and ROAD, are proxies for access to markets and off-farm 
employment. A dummy variable (YEARDUMMY), reflecting the macro- 
economic difficulties in 1985, is also included. All the regression equations 
take a double-log specification. The regression results are given in Table 9. 

FDIST is consistently significant in all regressions, thereby affirming 
the common observation in the development literature concerning the 
negative association between operational landholding inequality and rural 
poverty. FSIZE is significant in half of the six estimated equations. Al- 
though IRRIG does not appear to be an important determinant of the 
regional head count, it contributes significantly to the variation of regional 
poverty gaps. This suggests that, at the very least, land quality is an 
important factor contributing to differences in household farm incomes. 
Neither ROAD nor URBAN are significant. It is, however, possible that 
these variables do not adequately capture the influence of access to markets 
and off-farm employment opportunities on poverty in agriculture. Interest- 
ingly, tenancy is not significant in all regressions (see the implication of 
this result below). Finally, YEARDUMMY is highly significant, indicating 
thai the severe macroeconomic difficulties in the mid-1980s significantly 
influenced the incidence of poverty in agriculture. 

The foregoing observations and recent empirical and theoretical 
studies suggest that tenancy by itself is not as important and compelling 
correlate of poverty as expected: the variation in incomes within tenure 
classes (reflecting the effect of farm size, yield, cropping intensity and land 
quality) has been found to be much greater than the variation between 
classes. 
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Table 9: Estimation Results of Agricultural Poverty Incidence 


Determination Functions: Regional Data 





Explanatory Head Count Poverty Gap 
Variable (1) (2) (3) (4) (5) (6) 
Intercept 0.18 0.31 0.18 —0.66 -0.50  -—0.92 

(0.69) (1.20) (0.83) (—1.56) (-1.24)  (-3.28) 
FDIST 0.21? 0.24* 0.23* 0.35* 0.39* 0.35* 
(3.61) (4.85) (4.96) (3.87) (457) (3.85) 
FSIZE —0.20 -0.30 ~0.23° -0.27 —0.40® -0.17 
(—1.56) (~2.44) (—-2.35) (-1.31) (-2.10) | (-1.05) 
IRRIG —0.05 —0.03 —0.04 —0,12P —0.10P  —0.16? 
(—1.37) (—0.85) (—1.18) (~2.10) (-1.79) | (-4.10) 
ROAD —0.12 -0.15 -0.10 -0.12 -0.15 
(~1.32) (~1.49) (~1.20) (~0.81) (—0.09) 
NTENANCY 0.17 0.19 0.23 
| (1.45) (1.02) (1.29) 
ATENANCY 0.04 0.08 0.03 
(0.51) (1.16) (0.22) 
URBAN 0.03 0.05 0.09 0.11 0.05 
(0.67) (0.92) (1.04) (1.26) (0.75) 
YEARDUMMY 0.09" 0.09* 0.08 0.18? 0.19? 0.17? 
(2.77) (2.70) (2.57) (3.52) (3.49) — (3.46) 
Adjusted R2 0.71 0.68 0.68 0.76 0.74 0.76 
F-value 8.97 7.82 9.07 11.17 10.39 13.19 





a Indicates significance at 1 per cent. 
b Indicates significance at 5 per cent. 


Note: All variables, except YEARDUMMY, are in natural logarithm. Figures in parentheses 


are t-ratios. 


Source: 


Authors estimates. 
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Land Use Policy. After World War II, land reform programs have 
focused on improving tenurial relations, including the setting up of limits 
on output and input sharing arrangements and the conversion of share 
tenants to amortizing owners. Beginning with the Quezon administration 
(1935-1941), these programs have typically been a response to peasant 
unrest driven partly by chronic poverty in rural areas. But as the unrest 
recedes, the intensity of implementation tends to wane.*® 

The tenurial patterns in rice and corn farms are instructive. These 
farms were the focus of previous land reform programs, particularly the 
Marcos administration’s Operation Land Transfer (OLT) and the 
Leasehold Operation (LHO) implemented in the 1970s and early 1980s. The 
OLT sought to abolish share tenancy in rice and corn lands and to transfer 
to tenants the ownership of the land which they were tilling. The LHO, on 
the other hand, provided for the fixing of leasehold status for share tenants 
of small landholders—those exempted from the OLT because they owned 
less than 7 ha of tenanted rice and corn lands. In 1971 rice farms under 
tenancy (either leasehold or share tenancy) comprised 34 per cent of the 
total number of rice farms and 28 per cent of the total physical area. In 
1980 these proportions were 47 per cent for the total number of farms and 
29 per cent for the total physical area. Thus, not only the proportional area 
under tenancy has slightly increased but also the percentage of farms 
under share tenancy has risen from about 30 per cent to 36 per cent, quite 
contrary to the change envisaged by the OLT program. The proportion 
under leasehold, on the other hand, increased from 5 per cent to 11 per 
cent, thereby suggesting a shift in the right direction according to the 
intent of the LHO program. Moreover, the absolute number of rice farms 
under tenancy increased from 290,000 in 1971 to 580,000 in 1980, clearly 
indicating that the program can be viewed to have-achieved the opposite 
results in relation to its goals. For corn, the pattern was clearer: both the 
percentage of farms under share tenancy and the absolute number of share 
tenants increased during the period. 

The persistence of share tenancy despite a series of land reform 
programs is partly a result of the strong population pressure on land and 
of the slow growth of productive employment opportunities outside the 
agriculture sector. At the same time, the focus of these programs solely on 
tenanted rice and corn lands meant an exclusion of the numerous landless 
workers in rice and corn farming as well as in other farms, who were 
typically among the poorest of the poor. Moreover, the diversion of farms 


35. Fora political economy interpretation of past land reform programs, see Arsenio M. Balisacan "Why 
Do Governments Do What They Do? Agrarian Reform in the Philippines”, in Studies in Economic Policy 
and Institutions: The Philippines, ed. D.B. Canlas and H. Sakai (Tokyo: Institute of Developing 
Economies, 1990). For an overview of post-World War II land reform programs, see Y. Hayami, M.A. 
Quisumbing and L.S. Adriano, Toward an Alternative Land Reform Paradigm: A Philippine Perspective 
(Manila: Ateneo de Manila University, 1990). 
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away from rice and corn and the landowners’ shifting from tenancy to 
administration-type farming in an effort to evade the program had the 
unintended effect of shutting out the opportunities for landless workers to 
move up the agricultural ladder and become tenants and eventually owners 
of the land they till. This reduced both efficiency and equity, thereby 
undermining the expressed intent of the program.?8 

The Aquino administration also adopted agrarian reform as the 
centerpiece of its development programs. The new program, dubbed the 
Comprehensive Agrarian Reform Program (CARP), departs from all pre- 
vious legislation on land reform by (i) its inclusion of all agricultural lands, 
regardless of the commodity produced, and (ii) its going beyond tenancy 
arrangements to include other alternative production arrangements such 
as production or profit-sharing, labor administration and distribution of 
shares of stock. The first phase of the program, spanning four years of 
implementation, covers rice and corn lands; all idle, foreclosed and aban- 
doned lands; and all private lands voluntarily offered by the owners for 
land reform. The second phase, also to be completed within four years, 
encompasses all alienable and disposable public agricultural lands, includ- 
ing agro-forest and pasture lands, and all private agricultural lands, 
commencing with landholdings above 24 ha up to 50 ha (to begin on the 
fourth year of the program and to be completed within three years). All 
lands below 24 ha and above the retention limit of 5 ha are to be distributed, 
beginning in the sixth year of the program. 

There are, however, serious doubts regarding the scope and effects of 
the program. First, its coverage of 9.8 million ha is statistically improbable. 
Based on the 1980 census of agriculture, the latest census available, the 
total physical area of farms, including all farms planted with temporary 
and permanent crops, farms lying idle and under permanent meadows and 
pastures, and farms covered with forest growth, is only 9 million ha. 
Second, alienable and disposable public lands and forested lands are not 
vacant lands; they are already being tilled by about 1.8 million "squatters" 
who only need to be given security of tenure.?7 Third, program implemen- 
tation in government-owned agricultural estates and other land properties 
has been unwieldy, as this involves the preparation and inventory of 
numerous land titles, the authentication and verification of such titles, and 
answering the deluge of claims from the private sector asserting owner- 
ships of lands identified by the government as its own. Fourth, the system 
of stock transfer and other similar schemes of compliance with the law can 


36. For an excellent discussion of this literature, see K. Otsuka and Y. Hayami, "Theories of Share 
Tenancy: A Critical Survey", Economic Development and Cultural Change, vol. 37 (1988), pp. 31—68; and 
K. Otsuka, H. Chuma and Y. Hayami, "Towards a General Theory of Land and Labor Contracts in 
Agrarian Economies" (July 1989, Mimeographed). 

37. Department of Environment and Natural Resources, Forest Resources Management Bureau, 1988- 
1989 Forest Occupant Census (Manila, 1989). 
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severely limit the scope for regular farm workers to own directly or collec- 
tively the land they till. Fifth, the law and the implementing guidelines are 
controversial and ambiguous in their various provisions on retention 
limits, exemptions, alternative schemes, land valuation, grace periods and 
definitions. The cumbersome procedure invites graft and corruption, as 
evidenced by the recently unearthed "land scams." Sixth, financing the 
program has become a major bottleneck, particularly in view of the 
government's reluctance to raise new taxes, its relatively low tax collection 
efficiency (particularly for income and property taxes) and its high debt 
burden. Finally, the financing problem has been compounded by the lack 
of plans for qualitative improvements in support services. 

While the present land reform program goes beyond tenanted rice and 
corn farms ta include all other farms and all other tenurial arrangements, 
its ambitious design has seemed to stand in the way ofa successful agrarian 
reform. In failing, for example, to realistically confront the budgetary 
requirements of the program and, perhaps more importantly, the political 
landscape, land acquisition and the provision of support services cannot be 
carried out swiftly as in the East Asian experience. The consequently slow 
pace of the program has created uncertainties, possibly adversely affecting 
output and investments in agriculture. It might have been more realistic 
and perhaps politically more effective in demonstrating the government’s 
resolve to address the issue of access to land if the program had been 
limited initially to large farms (say, 20 ha and above). A progressive land 
tax should also have been a natural component of the program. This would 
have helped facilitate a more intensive utilization of land and mobilize 
funds for the government's land purchase program and provision of support 
services. The tax would induce large landholders to parcel their lands into 
smaller units and rent them out to tenants who can cultivate the land more 
intensively, rather than manage a large unit that relies extensively on 
hired labor. 


Technological Change, Land Tenure and Income Distribution. 
The Green Revolution technology, specifically the modern rice variety irriga- 
tion and fertilizer technology (hereafter referred to as the modern technology), 
has been commonly blamed for the high incidence of landlessness and the 
fragmentation of rural societies into landless and landed classes. It is argued 
that the modern technology has been inherently biased in favor of large 
farmers and capital owners, partly because of the relatively high capital and 
intermediate inputs (particularly fertilizers and insecticides) required to 
exploit the yield potential of the technology. This argument is often cor- 
roborated by casual reference to segmented credit markets in the rural areas, 
whereby it is contended that large farmers face a lower effective unit cost of 
credit than small farmers. Finally, the technology, because of its alleged 
labor-saving bias, is argued to have reduced the employment opportunities of 
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agricultural workers, thereby depressing their real wages. The fact that the 
landless rice farmers remained poor during much of the 1970s and 1980s and 
that their real wages declined in recent years is taken to be an indication of 
the regressively redistributive effect of the modern technology. 

However, the empirical evidence for these claims is weak.38 By and 
large, the evidence that the adoption of the modern technology occurred 
quite evenly among farmers of all size groups is compelling. Large farmers 
tended to fully adopt the technology earlier than small farmers, but that 
time gap eventually disappeared. The adoption of the modern technology 
did not result in increases in farm sizes. While mechanization of land 
preparation and threshing tended to occur, particularly in areas where 
irrigation was available and double cropping practiced, total labor use per 
hectare increased, not decreased. Expanded labor utilization was notice- 
able, particularly in crop establishment, crop care and postharvest opera- 
tions. Farm operators and hired labor both benefited from technical 
change, but because real rice prices fell more rapidly than the general 
consumer prices, most of the gains from technological change accrued to 
consumers. | 

More importantly, the increased farm incomes resulting from the 
adoption of the new technology expanded the demand for non-farm goods 
and services, the supply of which generated employment opportunities 
within and outside the farm. Several studies show that these employment 
linkages can be substantial and, in many cases, more important than the 
direct employment growth generated in the agriculture sector.?? A study 
of Central Luzon villages, for example, showed that a 1 per cent increase 
in agricultural income generated a 1—2 per cent increase in employment in 
most sectors of the-local non-farm economy.*® 

The empirical evidence thus suggests that the increased incidence of 
landlessness and falling real wages in agriculture has to be explained by 
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Innovations in Developing Countries: A Survey", Economic Development and Cultural Change, vol. 33 
no. 2 (1985), pp. 255—298. For a survey of the determinants of adoption of the new technology in the 
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factors other than modern technology. One factor which has been earlier 
noted is land reform legislation such as the OLT and the LHO programs. 
The law’s prohibition of share tenancy in rice and corn farms encouraged 
the eviction of tenants by landlords and the hiring of landless workers and 
induced landlords to grow crops other than rice and corn.*! A survey of five 
rice-growing villages shows that nearly half of the landless laborers in 
those villages where land reform was implemented were former tenants; 
about half of them reported that they were illegally evicted.* 
Modern rice technology facilitated the absorption of landless workers, 
but not enough (relative to the supply of landless workers) to make a 
substantial impact on their real incomes. The technological change, on the 
other hand, substantially increased the real incomes of the beneficiaries of 
the land reform program—the amortizing owners under the OLT program 
and the fixed-fee tenants under the LHO program. Under the OLT pro- 
‘gram, land in irrigated rice farms sold to former tenants was assessed at 
2.5 times the gross normal output prior to 1972, the year the program was 
started. The land was amortized for 15 years at an annual interest rate of 
6 per cent. The annual amortization fee was equivalent to about one fourth 
of the gross value of normal production in the early 1970s.*? Under the LHO 
program, leasehold tenants paid a fixed rent amounting to 25 per cent of 
the average output (net of the costs of seeds, harvesting and threshing) of 
the three previous normal crop years before 1972. The technological change 
brought about by the Green Revolution in irrigated rice farms resulted in 
substantial increases in yield, thereby permitting a divergence between the 
amortization fees and leasehold rents, on the one hand, and the implicit 
land rent, on the other.*4 In some favorable areas, the gap can be nearly 
two thirds of the implicit land rent, obviously suggesting a large economic 
surplus captured by the beneficiaries of the land reform program.* 
Another consequence of the tenancy regulation has been the emer- 
gence of permanent labor contracts in areas where the adoption of the 
modern technology is relatively high and the implementation of the law is 
effective. For example, it has been reported that in irrigated areas of 
Central Luzon, the ratio of permanent workers to total landless workers 
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increased to 20-30 per cent in the late 1980s from a negligible level before 
1970.46 While permanent workers are economically better off than casual 
laborers, they are worse off than tenants and owner-cultivators. Their 
exclusion from becoming tenants effectively prevents them from improving 
their economic welfare. Moreover, since a permanent labor contract is more 
inefficient compared with share tenancy, the restriction on tenure choice 
in land reform legislation has reduced both efficiency and equity." 


Investment in Human Capital 


While it is now clear that sustained economic growth accompanied by 
a rapid expansion of productive employment opportunities represents the 
long-term solution to the reduction of poverty for a labor-abundant 
economy such as the Philippines, it is also evident that the participation of 
the poorest of the poor to the growth process may be extremely limited by 
their ownership of assets, both human and physical. The poor's only major 
asset is labor. But the low quality of their labor in relation to the demands 
of a growing economy implies that they are likely to be bypassed by 
economic growth. Short of large-scale redistribution of physical assets 
toward them, there has to be substantial improvements in the poor's access 
to the development of their labor. 

Expenditures on publicly provided services, when poney targeted 
to the poor, constitute not only income transfers for current consumption 
of basic needs such as health and education but also contribute to future 
growth through increases in the productivity of human capital. This growth 
represents an important means of reducing poverty in the long term. 
Indeed, several studies, both micro and macro, now show the important 
link between nutrition and productivity in developing countries.* 

Real public expenditures on social services (health, education, social 
security and welfare, and housing and community development) grew at an 
annual rate of 7 per cent in the 1960s, 8 per cent in the 1970s, 3 per cent 
in 1980—1985 and 10 per cent in 1986—1989. In per capita terms, the level 
of expenditures on social services, especially on education and health, 
suffered severe cuts during the height of the economic crisis in 1984 and 
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1985. Since 1986 per capita expenditures on social services have increased 
to levels comparable with those in the late 1970s. 

Access to health services by a large majority of the population has 
apparently dropped in recent years, as evidenced by the increase in the 
population-hospital bed ratio and population-physician ratio.4? The drop 
is likely to be even worse among the poor, considering the bias ofthe health 
delivery system in favor of urban areas and the richer members of the 
society. The system emphasizes hospital-based curative care which very 
few rural poor can afford due to its prohibitive cost. Given the prevailing 
disease pattern, especially among the majority of the population, emphasis 
should be on promotive and preventive health care services, including 
family planning, nutrition, breast-feeding, environmental sanitation, im- 
munization and health education. 

Access to education is another problem in human capital formation for 
the poor. Data suggest a relatively sharp association between enrollment 
rates by age and income decile. Although there is an almost 100 per cent 
enrollment rate for children aged 7—10 years old, it starts to drop after that 
age, especially for the rural poor. The fall in enrollment is sharper for the 
lowest three income deciles, regardless of location. At ages 13—14, enroll- 
ment rates for these deciles are down to 65 per cent in rural areas and 75 
per cent in urban areas, while the rates for the upper three deciles still 
remain high at 85 per cent in rural areas and 98 per cent in urban areas. 
The drop becomes more acute at ages 15-16, particularly among the rural 
poor whose enrollment represents less than one half of the population for 
the age group.?? 

In addition to the low completion rates of the poor, the quality 
of schooling in primary and secondary public schools, particularly in 
ruralareas, leaves much to be desired.?! High-quality primary educa- 
tion is limited to less than 10 per cent of total elementary education, 
mostly in private schools in Metro Manila. The principal contributing 
factor is the low priority attached by the previous administration to 
education, as reflected in the low and declining levels of government 
resources allocated to basic education in the 1970s and the first half 
of the 1980s. In regard to secondary education, schooling quality is 
highly uneven, because of the way public secondary schools are 
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financed.52 Traditionally, these schools are financed by local government 
units. Their financial capabilities, however, vary widely from area to area, 
thereby contributing to differences in schooling quality by school type. 
Related to this issue is that secondary school tuition fees are regressive in 
public schools, with local secondary schools levying higher fees and provid- 
ing less services than do national schools. The local schools cater to the 
poor to the extent that they are concentrated in the provinces. 

Many of the above shortcomings of the government’s delivery system 
of social services are well recognized by the new administration. Its 
Medium-Term Philippine Development Plan of 1987—1992, for example, 
aims to modify the delivery system of health care services toward greater 
efficiency and improved access to the poor and increase public sector 
financing of education and other social services. This recognition is 
manifest in the significant reversal of national government expenditures 
on social services from their low levels in the early 1980s. Real national 
government expenditures on these services increased by an annual average 
of 10 per cent during 1986-1989, compared with the average annual 
increases of 3 per cent during 1980-1985. In per capita terms, real annual 
expenditure (at 1972 prices) rose from P55 in 1980 to P67 in 1986 and 
further to P82 in 1989. 

This rise in government expenditure in education was particularly 
encouraging. However, much of this budgetary increase has been used for 
increasing teacher salaries and benefits, constructing and upgrading 
school facilities, and financing free public education relative to other 
educational activities (e.g., retraining of teachers and school ad- 
ministrators and production of textbooks and other instructional 
materials). Moreover, the government’s current program of free public 
secondary education and its policy of subsidizing students enrolled in 
private schools are likely to impose tremendous pressure on public resour- 
ces. Too few resources covering too many programs of dubious equity value 
may lead to a further deterioration of schooling quality in the long run. The 
impact on equity of subsidy programs on secondary and tertiary education 
is limited, considering that the poorest of the poor tend to drop out even 
before completing primary education. Other more efficient alternatives 
(e.g., improving access to private markets for educational loan programs) 
to achieve the government’s objective of widening access to educational 
opportunities should instead be explored. 
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Implications of Economywide Policies on the Rural Poor 


It is now well recognized that economywide policies, especially trade 
and exchange rate policies, can have unfavorable effects on agricultural 
production, farm and off-farm incomes, and the distribution of those 
incomes among the various groups in the society. Their impact can be so 
large that they can easily overwhelm the favorable effects of direct poverty 
alleviation programs and of sector-specific policies (e.g., farm price support 
in agriculture). A number of observers of the Philippine economy in fact 
subscribe to the view that the major ills of the economy (i.e., high unemploy- 
ment and underemployment, high incidence of absolute poverty, and highly 
unequal distribution of income and wealth) run deep into the heart of 
economic policies which have been pursued to achieve industrialization and 
growth. 

A convenient summary measure of the direct impact of trade and 
industrial policies on a particular activity is the effective rate of protection 
(ERP), defined as the percentage excess of protected value added over 
non-protected value added. This measure takes into account the changes 
in the domestic prices of both inputs and output arising from tariffs and 
import controls. A positive ERP implies that the sector is accorded protec- 
tion by the system of tariffs and import controls. A negative protection, on 
the other hand, indicates that the system penalizes (i.e., taxes) the activity 
or sector. However, that protection is a relative concept; if all industries 
are uniformly offered high ERPs, then no industry or group of industries 
is actually protected.9? | 

The primary and agriculture sectors had the lowest ERPs from 1965 
until 1988, the latest year for which such estimates are available. Both 
mining and fishery sectors were net exporters, and the imposition of export 
taxes on the output, together with tariffs and taxes on the inputs, meant 
negative protection on these sectors in comparison with manufacturing. In 
1965 the average ERP on manufacturing was 29 per cent higher than the 
ERP on agriculture. This difference increased to 43 per cent in 1985 and 
then declined minimally to 36 per cent in 1988. Thus, although the varia- 
tion in ERPs across industries has noticeably declined over time as a result 
of the import liberalization program that began in the early 1980s,°4 the 
structure of relative sectoral protection has remained biased against farm- 
ing, fishing, forestry and mining. 

Average ERP for the export-oriented sectors, on the whole, swung 
from 4 per cent in 1974 to —7 per cent in 1985 and —4 per cent in 1988. This 
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arose primarily from a combination of export taxes on primary and agricul- 
tural sectors as well as tariffs and import controls on inputs. In contrast, 
the average for the non-exportable sectors increased from 61 per cent in 
1974 to 102 per cent in 1985, before it dropped to 75 per cent in 1988. 
Considering that the export-oriented sectors are more labor intensive than 
the import-oriented sectors, these trends suggest that the system of protec- 
tion has conflicted with the government’s goal of promoting employment 
opportunities for the rapidly growing labor force. The bias against agricul- 
ture, in particular, implies a weakened ability of the sector to absorb the 
large pool of unemployed and underemployed within the sector, thereby 
accentuating the tremendous downward pressure of labor force growth on 
wages in agriculture (as well as in non-agriculture). Moreover, the bias 
against export-oriented industries has stifled the economy’s ability to 
generate foreign exchange for the financing of development. Studies indi- 
cate that, in general, the cost of.earning foreign exchange by export 
industries is much less than the cost of saving a unit of foreign exchange 
by the protected industries.®5 

The indirect effects of the protectionist trade regime on agriculture 
are even larger. These effects are derived from the consequential over- 
valuation of the domestic currency. An overvalued domestic currency acts 
as a tax on tradable goods, depressing their prices (in domestic currency 
terms) relative to non-tradable goods.?9 This distorts incentives and en- 
courages the movement of resources toward non-tradable or home goods 
production. Because home goods are a larger part of non-agricultural than 
of agricultural production, the effect of the-exchange rate overvaluation on 
domestic relative prices also. shifts resources toward non-agricultural 
production. 

In addition to trade restrictions, the external TANN of trade move- 
ments and the country’s balance of trade also influence the real exchange 
rate. In the 1950s and 1960s, the protectionist trade policy regime and large 
trade deficits accounted for much of the overvaluation of the exchange rate. 
On the other hand, in the 1970s and 1980s, the deterioration of the external 
terms of trade and the unsustainable imbalance in the external accounts 
assumed more importance.” 

In the 1960s the nominal rate of protection (NRP) resulting from direct 
price interventions averaged about —27 per cent for corn, —25 per cent for 
sugar, —23 per cent for rice and —17 per cent for coconut. The propensity of 
the government to intervene more intensively in the production and trade 
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of agricultural exports in the 1970s led to a further deterioration of NRP 
to —46 per cent for rice, ~89 per cent for sugar and —36 per cent for coconut. 
The currency’s overvaluation, averaging 38 per cent in the 1960s and 20 
per cent in 1970s, increased further the bias against agricultural tradables. 

The income effect of this bias against agriculture is not uniform across 
all groups in the rural economy.?? In the very short run, it confers real 
income transfers to rural workers through the depression of domestic 
prices to levels below border prices which may not have an adverse effect 
on subsistence farmers whose marketed surplus is small relative to total 
production. It is the relatively large farmers who initially bear the brunt 
of the negative protection applied to agriculture. In the short run, when 
fixed investments cannot be altered, real incomes of rural workers may 
decline as the demand for labor falls along with the negative protection of 
agriculture. In the long run, resources move away from agriculture and new 
investments into the sector are discouraged. Since agricultural production 
is more labor intensive, less import-dependent and more efficient in earn- 
ing (or saving) foreign exchange than industrial production (especially of 
import-competing industrial consumer goods), the premature shift of 
resources away from agriculture will dampen the growth of employment 
opportunities and output. 


Conclusions and Further Implications 


The war against poverty in the Philippines will continue for a long 
time, given the magnitude of the problem, particularly in the rural areas, 
and the economic and political constraints on reforms directed at sustained 
economic growth and poverty alleviation. Although the rural poor, as a 
"proportion of the total rural population, has diminished from 63 per cent 
in 1985 to 55 per cent in 1988, the average income shortfall remains high 
(36 per cent for all poor rural households in 1988), particularly among 
landless rural workers, small farmers in marginal lands, fishermen and 
forestry workers. Moreover, the absolute number of the rural poor, who 
comprise about 70 per cent of the country's total poor population, has 
increased from 2.9 million families in 1971 to 3.6 million in 1988. 

This article has sought to highlight that the root causes—low produc- 
tivity, landlessness, high underemployment and high incidence of rural 
poverty—of the rural problem in the Philippines go beyond agriculture. The 
economic welfare of the rural population can be secured only by a com- 
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prehensive economywide policy reform aimed at correcting the disincen- 
tives against the production (and consumption) of labor-intensive goods, 
particularly labor-intensive exports, and at promoting backward integra- 
tion. This allows the expansion of productive-earning opportunities for the 
relatively fast growing labor force. In particular, the reform has to allow a 
rapid, sustained growth of agriculture, in conjunction with equally rapid 
employment growth outside the agriculture sector. The importance of the 
latter is clearly demonstrated by the country's experience in the second half 
of the 1960s and in the 1970s: rapid agricultural growth did occur, but the 
linkages of this growth with the rest of the economy were weak, owing 
partly to the failure of economic policies and structures to allow a similarly 
rapid, sustained overall economic growth along the lines of the country's 
comparative advantage. The failure ofindustry's share in total employment 
to grow despite the rapid expansion of its share in GDP meant that the 
services sector and the agriculture sector were tbe primary sources of 
employment generation for the rapidly expanding labor force. In large parts 
of these sectors, however, labor productivity is low and underemployment 
is high. 

If the economic growth experienced in 1986-1989 continues at an 
average GDP per capita of 3.2 per cent, how long will it take the average 
rural poor to cross-over the poverty line? The answer depends much on 
whether growth will be accompanied by changes in the size distribution of 
income. Assuming that income distribution remains unchanged, as has 
largely been the case over the last three decades, it will take about 15 years 
for the average rural poor to cross-over the poverty line. A faster growth of 
5 per cent, not a far-fetched possibility given the experience of neighboring 
Asian countries, will shorten the cross-over time to about 10 years (the 
implied elasticity of distributionally neutral growth is about —1.7). On the 
other hand, if growth is accompanied by an improvement in income dis- 
tribution in favor of the rural poor, the average poor will, for a given growth 
rate, cross-over the poverty line in a much shorter time. The elasticity of | 
the poverty gap index with respect to the Gini index is about 2.2 per cent, 
i.e., a reduction in the Gini index by 1 per cent will decrease the average 
poverty gap by 2.2 per cent. Clearly, income growth accompanied by a 
decrease in income inequality will go a long way in reducing rural poverty. 

For the landless rural poor, access to land offers immediate and 
lasting benefits. A major land redistribution, however, is not likely to be 
forthcoming, given the strong resistance against it by the landed elite, the 
magnitude of landlessness, and the government's fiscal constraints. Land 
reform is likely to be met by some resistance from landlords who have 
always been politically powerful. They, and the non-poor in general, exert 
a strong influence on policy. 

On the other hand, improved access to opportunities for the develop- 
ment of the poor's main asset, their labor, also offers lasting gains for rural 
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poverty alleviation although there are likely to be no short-run gains. 
Among the most important of these opportunities are education and voca- 
tional training as well as health and nutrition services in rural areas. Rural 
infrastructure and technology development is another area which can go a 
long way in increasing rural incomes. Again, reforms aimed at channeling 
more of these services to the rural poor are likely to be met with some 
resistance from the non-poor (especially in urban areas), although it is not 
likely to be as intense as the resistance to land redistribution. Support for 
these reforms can be enhanced by bringing together the poor and certain 
non-poor groups that see the need for reforms. Non-governmental organiza- 
tions and private volunteer groups are potentially powerful allies of the 
rural poor and reform-oriented advocates within the government 
Hierarchy in pushing for poverty-reducing reforms. Unfortunately, the 
political power and administrative MACRINENY of these groups still remain 
largely unharnessed. 

Emphasis on agricultural growth, combined with the rapid growth of 
productive employment opportunities outside the agriculture sector, as an 
approach to rural poverty alleviation, has an important implication for 
foreign relief and official development assistance (ODA). The effectiveness 
of a large number of ODA-supported rural development projects has been 
limited by, among other things, overly complex project designs with little 
flexibility, the use of inappropriate technologies, insufficient investment in 
local administration and the lack of beneficiary participation. More impor- 
tantly, these projects have failed to give adequate attention to the implica- 
‘tion of government programs and policies, both within and outside 
agriculture, on their effectiveness and sustainability. It is suggested that 
future ODA projects pay more attention to overall sectoral policies, place 
greater stress on institutional development and beneficiary participation, 
contain as much productivity-raising content as possible, and be used as 
an effective device to support a government pursuing policies intended to 
benefit the poor. 
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ural poverty in Sri Lanka has to be analyzed and evaluated in 
the context of development policies and the socioeconomic trans- 
formation that has taken place during the last four decades. 
These policies have resulted in a configuration of development 
that is unusual for a low-income developing country. On the human 
development index, Sri Lanka ranks above 82 other developing countries, 
including Brazil, Jordan, Thailand, Turkey and Philippines.! The annual 
rate of population growth has dropped to 1.3 per cent and Sri Lanka is 
expected to reach the net rate of reproduction of 1 by 1995, well ahead of 
other Asian developing countries, with the possible exception of the 
Republic of Korea and Thailand. Infant mortality is falling below 20 per 
1,000 live births, average life expectancy has reached approximately 70 
years and adult literacy is 87 per cent. As about 75 per cent of the 
population live in rural areas,.these social and demographic indicators 
reflect improvements affecting the rural sector. Data from socioeconomic 
surveys confirm no significant rural-urban disparities in these indicators. 

However, the strategies which produced these improvements were 
also responsible for other outcomes of a negative character. The pace of 
structural change and growth rate fell below what was required to absorb 
the rapidly expanding work force. Consequently, a disproportionate share 
of employment creation fell on the rural sector. Unemployment rose to 20 
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per cent in the 1970s; it was about 14 per cent in the first quarter of 1990. 
For a country which had achieved high levels in other social indicators, 
malnutrition was unusually high—12 per cent for acute malnutrition and 
35 per cent for chronic malnutrition—among children under 5 years old. 
Nearly 25 to 30 per cent of households lived in absolute poverty, unable to 
purchase the food required to satisfy minimum nutritional needs. 

The mixed outcomes of past strategies have been a subject of con- 
troversy among scholars. Critics have compared Sri Lanka’s experience 
with that of the Republic of Korea for the period 1960-1980 and pointed 
out that Sri Lanka’s much acclaimed social achievement does not outpace 
that of the former. In the beginning of the 1960s, the two countries had 
similar per capita income levels, but Sri Lanka was far ahead in social 
indicators. In the two decades that followed, the Republic of Korea, with a 
different package of development policies, closed the gap in social in- 
dicators and moved far ahead of Sri Lanka in per capita income, economic 
growth and structural change. Dissenting scholars have argued that com- 
parisons are neither meaningful nor relevant for evaluating performance 
in relation to policies, as the resource situation of the two countries and 
external resource flows during the two decades were different. While the 
Republic of Korea was mobilizing external resources for rapid growth, Sri 
Lanka was protecting social gains in a deteriorating resource situation. 
Issues raised in this controversy are important for examining and evaluat- 
ing development options that were open to Sri Lanka, particularly the 
adjustments it had to make on the deteriorating external sector and the 
balance it had to maintain between social welfare and growth. 


Development Policies from Independence to 1977 


At the time of independence, Sri Lanka had a typical colonial economy, 
depending principally on the export of three primary commodities (tea, 
rubber and coconut). The three crops covered 56 per cent of cultivated land 
and contributed 53 per cent of total value added in agriculture. The 
preponderant share of tea and rubber plantations and more than one third 
of coconut plantation were owned and managed in large-scale plantations 
employing wage labor. Agriculture outside the plantation sector was 
neglected and managed in small holdings by peasants producing foodcrops 
for the domestic market. By 1977 the share of the three export crops had 
fallen to 30 per cent of value added in agriculture. Paddy and subsidiary 
foodcrops which had contributed 7.5 per cent in 1950 had overtaken the 
three export crops, contributing 40 per cent of the value added. These 
changes in the relative importance of different crops reflect far-reaching 
changes that occurred in the rural sector during this period. The increase 
in value added came from the smallholding peasant sector. The substantial 
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growth of peasant agriculture helped mitigate the dualistic structure of the 
colonial economy. 

During this period, the thrust of economic development was import 
substitution with a high degree of protection covering agriculture and 
industry. Efforts were concentrated on agriculture for import substitution 
in rice and other foodcrops. The program enabled Sri Lanka to deal with 
several problems. First, it required the development of the peasant small- 
holding sector and, accordingly, the improvement of rural infrastructure 
in health, education, agricultural extension services, marketing and trans- 
port was considered important in budgetary resources allocation. This was 
supported by the free distribution of state land under forest cover. Large 
investments were made for the provision of irrigation facilities and 
developed agricultural settlements, complete with housing and basic infra- 
structure for educational, health and other services. By distributing land 
in sparsely populated regions, the government relieved mounting popula- 
tion pressure on land in densely populated wet zone areas. The program 
also contributed to rural poverty alleviation and contained rural-to-urban 
migration that could have otherwise reached unmanageable proportions. 

While the domestic agriculture sector was able to expand output 
substantially and increase employment, as well as the overall productivity 
of land and labor, the plantation sector began to decline in output, 
employment and productivity. This was a result of government policies 
which did not leave reinvestible surpluses within the plantation sector, 
which was treated largely as a source of revenue. The decline was due to 
the low elasticity of demand for tea, rubber and coconut in world markets 
and the long-term deterioration of their terms of trade and to the 
government’s failure to make effective adjustments in the face of these 
adverse developments. 

The growth of the industrial sector was slow despite the expansion of 
light consumer industries in the private sector and the establishment of 
several public sector industries. The changes in the structure of the 
economy were therefore marginal and the capacity of the industrial sector 
to absorb the increasing work force was limited. The share of manufactur- 
ing increased from about 9 per cent of gross domestic product (GDP) in 1950 
to about 11 per cent in the early 1980s. Its share in the work force had 
grown from about 8 per cent to about 12 per cent during the same period. 
The slow pace of structural change and social welfare programs retained a 
majority of the unemployed and the poor within the rural sector. 

By the start of the 1960s, the economy was sliding inexorably into a 
prolonged economic crisis. Import demand was rising while export earnings 
were stagnating or increasing at a much slower rate than the value of 
imports. Public expenditure had increased and revenues had failed to keep 
pace, leading to mounting budget deficits. To finance these deficits, the 
government resorted to expansionary macroeconomic policies which only 
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aggravated the problem. Faced with a rapidly growing balance-of-pay- 
ments deficit, Sri Lanka continued to maintain an unrealistic exchange 
rate. Efforts made in the late 1960s to deal with the disequilibrium that 
had emerged proved partial and inadequate. The government used an 
elaborate system of exchange controls and import quotas to deal with the 
imbalance and a rationing system and price controls to contain prices of 
essential items of mass consumption to stabilize the cost of living at the 
cost of economic growth. 

Policies during this period were directed primarily at import substitu- 
tion. These included high tariffs and import controls in the industrial sector 
and subsidies and guaranteed prices and state trading in the peasant 
agriculture sector. By 1977 the state dominated most economic sectors, and 
a large state industrial sector had grown. Apart from public utilities such 
as electricity, water and telecommunications which traditionally had been 
in the state sector, banking, insurance, passenger transport and wholesale 
trade in essential commodities were taken over and monopolized by the 
state. Land reform resulted in the nationalization of large-scale planta- 
tions. The role of the private sector progressively diminished, and increas- 
ingly, the market and its mechanisms became marginal to the management 
of the economy. 

During 1970-1977 the growth rate of the economy declined to 2.6 per 
cent and unemployment increased to 20 per cent. Exogenous factors, in- 
cluding internal political upheavals, recurrent droughts and international 
economic developments such as the rise in energy prices contributed to this 
poor performance, but domestic policies played the major role in inhibiting 
growth. 

During this period macroeconomic imbalances were rapidly mounting, 
but the government maintained and expanded its social welfare programs. 
In the 1940s, three major components of the state welfare program were 
expanded: (i) the food distribution system with subsidized food rations 
covering the population; (ii) a free state health service with a network of 
institutions for medical care which progressively covered the rural sector 
and the small urban sector; and (iii) a free education system through 
government and state-aided schools which provided access to the rural 
population. The social welfare and economic development programs in the 
rural sector improved the well-being of the rural population (see Table 1). 

The demographic outcome of these policies has been one of the positive 
achievements of this period. The annual growth rate of the population fell 
from around 2.9 per cent in the early 1950s to about 1.5 per cent in the 
mid-1980s. The fertility rate declined from 5 children per family in 1968 to 
2.8 between 1982 and 1987. Since about 74 per cent of the people (excluding 
the estate sector) live in rural areas, the declining fertility rate indicates 
that the female population in the rural sector have acquired the capacity 
to manage the reproductive part of their lives as women have progressively 
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Table 1: Social Indicators for Sri Lanka, 1953-1988 


Social Indicators 1953 1963 1971 1977 1981 1988 
Crude Birth Rate 

(per 1,000 population) 39.4 34.1 30.0 27.9 28.2 20.7 
Crude Death Rate 

(per 1,000 population) 10.9 8.5 7.7 7.4 5.9 5.8 
Infant Mortality (aged 0-1 year | 

(per 1,000 live births) 71.0 56.0 45.0 42.4 29.5 19.4 
Life Expectancy at Birth (years) 58.0 63.5 65.25 ss 69.0 70.0 
Literacy (%) 69.0 76.9 78.5 z% 86.5 87.0 


Per Capita Calorie 
Consumption 1,944.0? 2,118.0 2,230.0 2,343.0 2,200.0 2,267.0 


.. = not available. 
a data is for 1950. 


Sources: Department of Census and Statistics, Statistical Abstract of Ceylon (Colombo, 1953, 1963, 
1971 and 1981); Department of Census and Statistics, Food Balance Sheet 1953-1988 
(Colombo); and Ministry of Health, Annual Health Bulletin 1988, and Annual Health 
Bulletin 1989 (Colombo, 1988 and 1989). 


reached higher levels of educational attainment. A declining birth rate is 
a key element in the demographic change in Sri Lanka. 


Income Distribution and Poverty Incidence 


Studies aimed at measuring poverty in Sri Lanka have come up with 
different estimates. The estimates vary depending on the methodologies 
used in determining the poverty line, the choice of the cut-off point for 
calorie intake, income or food expenditure, and the computation of income 
and expenditure. Nevertheless, it would appear that despite the massive 
investment in social welfare programs and the development of peasant 
agriculture, around 25 per cent of the people have been living in absolute 
poverty in that their expenditure on food is insufficient to satisfy minimum 
energy needs. These studies also confirm that this poverty level had 
persisted over the last two decades with few variations—a slight decline in 
the early 1970s to the early 1980s and a slight increase from the early 1980s 
to the late 1980s. Disparities between the urban, rural and estate sectors 
vary from study to study. According to most estimates, poverty was highest 
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in the rural sector and lowest in the urban sector. The incidence of rural 
poverty in 1986/87 was in the 28-32 per cent range. 

Income distribution has been the subject of controversy. Depending 
on the price index used to convert current incomes to real incomes, different 
conclusions emerge as to the extent of income inequality. Despite differen- 
ces between estimates, however, there have been differential rates of 
increase in decile incomes in the post-1977 period. Though different data 
sets yield different quantitative conclusions, the rate of increase in ine- 
quality of income distribution accelerated in the first half of the 1980s as 
compared with the second half of the 1970s. 

The trend toward greater inequality in the size distribution of income, 
as shown in the Consumer Finances Survey (CFS) data, has continued after 
the last available CFS (i.e., 1981/82). Between the two Labor Force and 
Socio Economic Surveys (LFSS) of 1980/81 and 1985/86, the income shares 
of income deciles other than the highest have declined. The share of 
households in the highest decile increased by 11. 4 percentage points (from 
27.4 to 38.8 per cent); and the Gini concentration ratio increased from 0.31 
to 0.43. There were sharp increases in the sectoral Gini ratios (for income 
earners, as data for households are not available) of the urban and estate 
sectors. Though at a lower rate, the Gini ratio for the rural sector also 
increased. In "per capita income deciles", the difference in per capita 
monthly household income between the lowest and the highest deciles 
increased, 11.8 times in 1980/81 as compared with 23.6 times in 1985/86. 

However, the rural poor should not be viewed as a homogeneous class. 
First, the people below the poverty line are at various levels of poverty. 
Table 2 shows the head count, poverty gap and distributionally sensitive 
measures of poverty. Based on 1985/86 data, the table indicates a head 
count index of 45.7 per cent in the rural sector. This index defines the poor 
as receiving less than 100 per cent of a specified nutrition norm. Despite 
the high head count index, income distribution within the poverty groups 
is not highly skewed and there is even gradation. Second, gradations of 
poverty within this stratum have not been fully analyzed for all the 
attributes and determinants of poverty. Third, the aggregate data on per 
capita household income do not adequately capture the situation in lifetime 
earning prospects of households. Some households which fall below the 
poverty line are new households at the initial income-earning phase. 

In a recent study, about Rs 1,565 was estimated as the threshold 
disposable income per month required by an average household of five in 
1986/87 and about Rs 400 as the mean income of the average household 
below this threshold income.” Assuming that the proportion of the absolute 


2. N.Edirisinghe, "Poverty in Sri Lanka: Its Extent, Distribution and Characteristics of the Poor" (Paper 
submitted for the World Bank’s Sri Lanka Poverty Alleviation and Employment Project, 1990, 
Mimeographed). 
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Table 2: Poverty Measures, 1985/86 


Country Urban Rural Estate 
Poverty Line 202.49 233.63 201.91 181.00 
Head Count 39.50 27.60 45.70 5.80 
Poverty Gap Measure 17.01 21.80 18.03 | 
Distributionally Sensitive Measure 0.029 0.043 0.030 


.. = not available. 


Notes: The poverty line and the head count measure are from R.B.M. Korale, "Income Distribu- 
tion and Poverty in Sri Lanka" (1987). The poverty line has been determined on the basis 
of a norm of 2,500 calorie and a norm of 53 gm of protein. The population with intake 
below these norms have been considered poor and form the head count index. The poverty 
gap measure and the distributionally sensitive measure have been derived by using the 
Foster-Greer-Thorbecke index. 


poor has not changed significantly and taking into account inflation, the 
poverty line would move up to Rs 2,100 by 1990 and the poverty gap to Rs 
540; thus, additional income needed by the poor to move out of poverty is 
approximately 2.6 per cent of GDP (approximately Rs 6.5 billion at 1990 
prices). 


Characteristics of:Rural Poverty 


Analysis of the 1986/87 socioeconomic survey by the World Bank 
throws light on the characteristics of poor households.’ Although the 
sectoral distribution is not given for all characteristics in the analysis, it 
is helpful in identifying the features of rural poverty, given that the 
majority of the poor are in the rural sector. 

The hill country, the intermediate zone and the dry zone have M 
highest incidence of rural poverty in the 29—33 per cent range (1986/87) 
compared with the 15—18 per cent range for the Southwest region. Over 50 
per cent of the poor households are in the hill country and intermediate 
zone. The rural poor are usually the small and marginal farmers, landless 
laborers, rural artisans and semi-skilled workers. The landless laborers 
are at the disadvantaged lower end of the traditional caste hierarchy. 


3. N. Edirisinghe, op.cit. 
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About 51 per cent of poor households in the 1986/87 survey had more 
than 5 members. Income earners in 11 per cent of the households were over 
60 years of age and 6 per cent below 24 years. Farmers were the income 
earners in 19 per cent of the poor households. Nearly 14 per cent of main 
income earners had no schooling and were illiterate, compared with nearly 
10 per cent in the sample, and 49 per cent had educational attainment 
between Grades 1 and 5, compared with 37 per cent in the sample. These 
figures indicate that the incidence of poverty declines with educational 
attainment. No firm conclusion can be drawn from these data regarding 
lack of education as a determinant of poverty without further analysis as 
educational level may be associated with a lack of economic resources and 
income-earning assets. 

Based on the occupational profile of poor households, 45 per cent of 
income earners were in the agriculture sector—20 per cent were cultivators 
and farmers and 26 per cent agricultural workers, representing 17 per cent 
and 19 per cent of the sample, respectively. The incidence of poverty among 
bricklayers, carpenters, other construction workers and an unclassified 
group of workers (accounting for 15 per cent of the poor households) was 
higher at 40—43 per cent. About 22 per cent (almost the same as the national 
- average) of poor households had some degree of unemployment. While 
employment is a factor in poverty alleviation in this group, unemployment 
by itself does not appear to be a major determinant of poverty. 

Poverty, however, needs to be related to a number of other capacities 
which provide households with access to resources. Even those households 
living in absolute poverty appear to have some capacities such as educa- 
tional attainment and health care. Most households have access to 
economic assets such as land, although in small allotments. Indeed, access 
to land resources and ownership of land is a critical determinant of rural 
poverty. The large-scale distribution of land, however, has prevented the 
rapid decline in the size of landholdings. There has been a decline in the 
average size, but it remains at 2 acres for the average agricultural holding. 
The proportion of holdings below one acre is high, 42 per cent compared 
with 24.8 per cent for holdings below half an acre. Comparing data on the 
size of holdings with the occupational classification of poor households in 
the 1986/87 survey, about 32 per cent of farmers live in absolute poverty; 
a majority would have holdings of less than one acre. 

The criterion of land size, however, has to be applied with caution. In 
areas with adequate rainfall and capable of supporting high-income 
agriculture such as the cultivation of vegetables, the size of landholding to 
. produce income that enables a household to live above the threshold of 
poverty can be small (one fourth of an acre). On the other hand, the average 
holding size available in some of the poorest dry zone villages is big (2-3 
acres), but these holdings contain irrigable land which does not receive 
adequate supply of water and highland areas which have not been put 
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under a crop mix that can provide a high income. Thus, many small rural 
economies remain in poverty despite access to land. Apart from land 
scarcity, land productivity under the present pattern of agricultural use is 
a critical determinant of poverty. However, it is difficult to obtain a clear 
view of the profile of poverty from the size of landholdings without consider- 
ing income sources of households as households with very small holdings 
will also have earnings from other sources such as agricultural labor, trade 
and other occupations. 

The high level of unemployment is another factor which has con- 
tributed to the persistence of rural poverty. This should be analyzed, taking 
into account the special conditions resulting from:mass free education in 
Sri Lanka. The rates of unemployment in other South Asian countries are 
much lower than that of Sri Lanka, although rates of economic growth have 
been lower and the growth rates of population and work force have been at 
similar if not higher levels. A key factor which contributed to this difference 
is the way in which the rural educated youth in Sri Lanka have not been 
absorbed by underemployed family labor. In poor countries, the mechanism 
of work-sharing at low levels of productivity enables households to absorb | 
new entrants into the work force in various types of family enterprises. In 
Sri Lanka, however, the family farm or enterprise has not functioned in 
this manner in absorbing school-leavers who enter the rural work force. 
School-leavers who enter the labor market outside family farms are clas- 
sified as unemployed. The rural sector has not been able to provide non- 
farm employment to absorb this increment into the rural work force. 

The urban industrial sector has grown at a very slow pace and there- 
fore has had limited capacity to draw surplus rural labor. Rural unemploy- 
ment, while contributing to the persistence of rural poverty, is by itself not 
an adequate indicator of poverty. The unemployed are distributed among: 
all income classes. Rural unemployment, however, underscores two condi- - 
tions which contribute to the persistence of rural poverty: (i) the lack of ~. 
diversification of the rural economy and the absence of income-earning 
opportunities in non-farm sectors; and (ii) the slow pace of structural 
change in the economy, resulting in a sluggish urban industrial sector 
incapable of attracting surplus rural labor to relieve the rural sector from 
unemployment pressure. 

Rural poverty is also characterized by the lack of adequate housing, 
water and sanitation. According to the 1981 census, the proportion of 
semi-permanent rural housing is 56 per cent and the proportion of tem- 
porary housing is 6.7 per cent. Government programs have paid attention 
to the poor conditions of rural housing. and launched large-scale financing 
programs for the construction and improvement of rural housing through 
loan schemes and other support services. 

Similar conditions apply to water and sanitation. About 32 per vont of 
rural households do not have toilets and about 37 per cent do not enjoy 
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protected sources of water supply. These conditions contribute to ill health, 
particularly diarrhea and other water-borne diseases. In housing, depriva- 
tion in relation to these amenities is not always associated with absolute 
poverty in terms of inadequate food intake. In identifying the poor, how- 
ever, deprivation in housing, water and sanitation should be taken as 
useful first indicators. Although those deprived of permanent housing, 
protected water and toilets do not always belong to the category of the 
absolute poor, the absolute poor are those most often deprived of adequate 
housing, water and sanitation. Hard-core absolute poverty is therefore a 
combination of the lack of access to economic assets and poor housing, 
water and sanitation which contribute to ill health and poor quality of life. 


Economywide Policies and Their Impact on Rural Poverty 


The prevalence of a high level of rural poverty in the mid-1980s has 
been the outcome of the policy mix of the pre-1977 period. Nevertheless, 
the survey reveals that poverty persists at high levels, despite the policy 
reforms of the post-1977 period. These policies attempted to address some 
of the deficiencies of the preceding period. In 1977 the government initiated 
a far-reaching program of economic reforms aimed at correcting fundamen- 
tal macroeconomic imbalances and changing the economy, from one which 
was dominated and regulated by elaborate state controls and interventions 
to one in which the market would operate freely and efficiently. The 1977 
reforms unified the exchange rate, devalued the rupee, dismantled most of 
the exchange controls and the import quota system, and removed subsidies 
and administered prices. The food subsidy, which had been available to all 
with the exemption of the tax paying component, was targeted to 
households below a stipulated income level, thereby reducing the number 


- of beneficiaries to half. 


The economy responded favorably to these changes. The rate of 
economic growth rose to about 6 per cent per annum during 1978-1989, the 
rate of unemployment declined from about 20 per cent in the mid-1970s to 
about 12 per cent in the early 1980s, and domestic capital formation 
increased—made possible by enhanced aid flows which rose to 7—8 per cent 
of GDP—from 14.4 per cent of GDP in 1977 to about 28 per cent in 1983. 
During 1985-1989, however, the economy suffered a serious setback, with 
the average rate of economic growth declining to 2.1 per cent per annum. 
This setback was partly due to the failure to complete the adjustment 
initiated in 1977, thus creating conditions for the slowing down of the 
economy. While corrective measures were planned and initiated, other 
critical developments intervened. The communal violence in 1983, followed 
by the prolonged military conflict in the North and the East, had drastic 
consequences for the economy. These included the steep increase in 
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military expenditure from less than 1.5 per cent of GDP in 1982 to 6.2 per 
cent in 1987, the disruption of the tourist industry, the drop in output in 
the agriculture and fisheries sector, the sharp decline in the flow of foreign 
investment, and a large investment in relief to refugees and displaced 
persons. The upheavals in the South during the 1987-1989 period further 
disrupted the economy. 

While these developments disrupted the implementation of adjust- 
ment policies, some social consequences of these policies were causing 
serious concern to policymakers by the mid-1980s. Despite large invest- 
ments in social welfare and development of peasant agriculture in the 
pre-1977 period, a significant proportion—nearly 25 per cent of 
households—lived in absolute poverty and high levels of malnutrition 
prevailed. The government’s performance on poverty alleviation did not 
improve during the post-1977 period, partly due to the short-term impact 
of adjustments and partly due to political disturbances which did not allow 
the adjustments to have their full positive impact. Beyond these considera- 
tions, policymakers were concerned that the growth-oriented policies 
during the post-1977 period did not reach the poorest segments and in- 
crease their income-earning capacity. 

In general, these post-1977 policies had a mixed impact on the rural 
sector and rural poverty. By 1983 public expenditure increased to unprece- 
dented levels, reaching about 40 per cent of GDP. The expansionary impact 
of fiscal operations during this period was considerable. Combined with 
other factors such as devaluation and the effects of monetary policies, 
inflation increased to an annual average of 20 per cent during 1979-1983. 
The liberalization of the economy and the removal of trade restrictions and 
price controls substantially raised prices of commodities such as rice and 
other foodcrops produced in the rural sector. Consequently, the prices of 
imported and other manufactured goods consumed in the rural sector 
increased. Sections of the rural sector which did not produce foodcrops but 
depended on export crops such as tea and rubber were affected differently 
as devaluation raised the rupee prices of their products. 

There are no studies on the impact of these on the different com- 
ponents of the rural sector, but there is no doubt that there were balancing 
tendencies. It has been argued that liberalization in the late 1970s, includ- 
ing the restructuring of the food subsidy, had adversely affected the poor. 
Food prices increased by 71 per cent; the cost of rice increased by 100 per 
cent and wheat flour by 160 per cent during 1979-1982. While the price 
increase of domestically produced food would have benefited the food- 
producing rural poor, the general rise in prices adversely affected the 
wage-earning groups in rural and urban areas and the poorer farmers who 
did not produce a marketable surplus. As the money value of food stamps 
which replaced the rations was fixed, inflation rapidly reduced the rupee 
value of the stamps. By 1988 the food stamps were reduced to one third of 
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their 1979 value. This supports the conclusion that the lower income strata 
of the rural population who did not produce a large marketable surplus 
were adversely affected by the liberalization program. 


Agricultural Policies and Their Impact on Rural Poverty 


The main focus of previous policies was on the development of the 
smallholding agriculture sector or the peasant sector producing for the 
domestic market. Implicit in the strategy was the amelioration of the 
socioeconomic conditions of the backward rural sector and bringing it into 
the mainstream of development. 


Land Policies. Reference has been made to four areas—land dis- 
tribution, regulation of landlord-tenant relationships, land reform leading 
to nationalization of the large-scale plantation sector and the regulariza- 
tion of the encroachment of state lands—in which state interventions had 
a decisive impact on the ownership and use of land resources as well as the 
access to them. 

Owner-cultivators with small parcels of land predominate the struc- 
ture of asset ownership in rural economies. There exist, within this large 
group of smallholdings, a gradation with a few relatively large holdings at 
the level of family farms, and alongside owner-cultivators, a large segment 
of landless agricultural labor. However, in relevant income levels and 
bargaining power, agricultural labor does not appear to be more disad- 
vantaged than owner-cultivators with small parcels of land. In the 
1986/1987 socioeconomic survey, the incidence of poverty for agricultural 
labor is about 38 per cent, compared with about 32 per cent for owner-cul- 
tivators. Since agricultural labor is seasonal, income variations which 
affect farmers also affect agricultural laborers Wage rates, however, ap- 
pear to have risen in line with prices of agricultural commodities produced 
in the rural sector. During the peak season agricultural wage rates in- 
crease, and the bargaining power of labor is strong. 

The Land Development Ordinance of 1935 which governs land policies 
is the most significant piece of legislation. Based on the recommendations 
of the Land Commission of 1927, its provisions preserve the peasantry as 
a small landowner by "holding the crown land in trust (by the government) 
for the whole community inhabiting this island" and “mapping out crown 
land defined as the careful study of a definite area as a whole and allocation 
of the available crown land for various purposes" such as village needs, 
reserves for future village expansion, reserve forests and public purposes. 

The sale of crown lands was abolished under the Land Development 
Ordinance. Selected landless families without capital to purchase lands 
were given sufficient land to support themselves and their families at a 
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reasonable standard of living. This legislation which reflects land settle- 
ment policy is still valid. The granting of lands to the landless poor since 
the 1930s for special programs such as Village Expansion Schemes and 
Youth Settlement Schemes is another aspect of land policy. In the 1960s 
land was given on a limited scale to non-peasant, middle-class people and 
large-scale private entrepreneurs to promote investment in agriculture. 
The 1987 Land Commission recommended the giving of land to middle- 
class entrepreneurs as a strategy to develop farming at the commercial 
level. In the post-1977 period, commercialization of agriculture was linked 
to the land alienation policy of the government in keeping with its liberal- 
ized economic policy. During this period the government endeavored to 
attract foreign and local private capital into the dry zone where the 
Accelerated Mahaweli Development Program was under way. The Paddy 
Lands Act of 1958 focused on tenancy reforms to secure tenancy rights and 
ensure a fair rent for the land. In the 1970s two land reform programs were 
implemented to control overconcentration of land in the hands of a few 
individuals and to prevent large-scale foreign ownership. Land acquired in 
such a manner was redistributed among the landless poor to solve their 
land problem and thus alleviate poverty under the land reform program. 
The Land Development Ordinance of 1935 provided the policy 
framework and impetus for state-sponsored peasant resettlement 
schemes in the dry zone which started in the early 1930s. Under this 
Ordinance, landless families were settled in the newly established Dry 
Zone Irrigated Colonization Schemes. In addition to solving landlessness, 
other objectives were to relieve population pressure in the wet zone 
districts and increase agricultural production and employment. This 
program can also be viewed as an asset transfer to the poor since irrigated 
holdings were given to the landless and poor peasants to be operated as 
family farms under conditional tenure. Each allottee was given an ir- 
rigable plot for paddy cultivation and a highland allotment for subsidiary 
foodcrops under rainfed conditions and for other domestic purposes. 
Initially, land size given ranged from 3 to 8 acres, consisting of 5 acres 
of lowland and 3 acres of highland. Subsequently, the allocation consisted 
of two and a half acres of lowland and half an acre of highland. At the 
start of the settlement schemes, the government provided irrigation 
water for the settlers; in the late 1930s government services were ex- 
panded to include housing and infrastructure facilities. Subsistence al- 
lowance, seed paddy, other plant materials and draught power were also 
provided initially until the allottees were permanently settled. The land 
tenure system under the colonization schemes enables the government to 
exercise some degree of control and supervision over the lands alienated, 
including long-term leases with rules preventing the sale, mortgage, 
inheritance and fragmentation of the land. Since then, 144,000 farm 
families have been settled in 105 major irrigation schemes. In addition, 
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the Mahaweli project, the largest and most ambitious program to date, 
expects to accommodate around 250,000 farm families when completed. 

The Dry Zone Irrigation Colonization Scheme has not been successful 
in solving landlessness and alleviating poverty. Efforts have been directed 
almost exclusivelv.to developing agriculture. As a result, off-farm activities 
or rural industries have not developed to meet the needs of the increasing 
population covered by the colonization schemes. Furthermore, settlement 
lands have not generated sufficient surplus for non-agricultural activities 
to increase employment opportunities. Until recently, the government did 
not allow the colonization schemes to go beyond paddy-based monoculture 
whichis water dependent, and this has further restricted the income and 
investment levels of the settlers. Ultimately, this has led to the fragmen- 
tation of the allocated land and reduced incomes which have, in turn, led 
to the emergence of pockets of poverty in the settlements. The extent of 
encroachment in the dry zone indicates land hunger among families settled 
in the area. In 1979 there had been 611,817 encroachments and spon- 
taneous settlements covering 951,054 acres in the dry zone. While some of 
these encroachments may include the non-poor, a substantial portion 
would comprise the landless. 

Since the 1930s some parcels of land have been alienated under the 
village expansion schemes, involving the expansion of existing villages and 
the creation of new ones. Under the program, some small units were given 
for housing and agricultural purposes. By 1981, 777, 000 acres had been 
distributed among 580,104 allottees, reducing land hunger in certain vil- 
lages but not eradicating landlessness. With land fragmentation among 
several members of the next generation, poverty has increased. 

Land alienated under the youth schemes, which started in the 1960s, 
aimed to attract unemployed youth into agriculture to solve unemploy- 
ment. Some of these schemes were set up under a cooperative framework. 
By 19738, 3,412 acres had been distributed among 3,216 individuals under 
43 schemes. However, the schemes were not as successful as envisioned. 
The distribution of land to middle-class entrepreneurs also had limited 
success and had to be abandoned as they had little interest in agricultural 
pursuits and merely set out to earn quick money by exploiting the timber 
available on their land. 

Another strategy since 1977 was to attract private capital to the 
non-plantation sector in the dry zone by leasing 79,000 acres to two 
multinational companies for sugar production in the Moneragala District. 
In 1983 the Ministry of Mahaweli Development announced that 34,580 
acres were available for non-peasant high-income groups for the cultivation 
of crops, i.e., cotton, sugarcane and soybean. Lands leased to the multina- 
tional companies for sugarcane production included paddy lands under 
cultivation by peasant farmers. Since they did not have title deeds to the 
land, the government easily eased them out from such lands without any 
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legal constraints. Peasants who lost their lands through this either became 
wage laborers in sugar factories and plantations or were forced to migrate. 


Land Reforms. First efforts at land reform were the tenancy reforms 
relating to paddy land in 1958. There are various categories of tenancy, 
ranging from large-scale operators, tenants who are landowners as in the 
dry zone, disguised and illegal forms of tenancy as in the agricultural 
settlements, to tenants who are landless and operate small parcels of land. 
It is the latter category which is seriously disadvantaged. The government 
enacted the Paddy Lands Act of 1958 to secure the tenancy rights of the 
farmers, to stipulate a fair rent and to ensure the participation of farmers 
in the organization and management of paddy cultivation. 

Special features of the tenancy reforms of the Paddy Lands Act of 1958 
included the appointment of tribunals to settle tenancy disputes and the 
establishment of cultivation committees. A special authority, the Depart- 
ment of Agrarian Services, was also set up to administer the Act. The Act 
was successful in creating awareness among tenants of their legal rights 
when obtaining tenancy contracts and in establishing a village-level in- 
stitution to look after cultivation. However, the Act was a limited success 
as it did not actually guarantee security of tenure and stability of rents. 
During 1958-1972, almost 43,000 evictions were reported, apart from a 
greater number of unreported evictions. At the beginning, cultivation 
committees were boycotted by landlords; they were overrepresented and 
exercised a controlling influence. Although the stipulated rent in the Act 
is 12 bushels per acre or one fourth of the produce to the landlord, 
whichever is less, these conditions were not observed. In the dry zone, 
covered by the irrigation scheme, and parts of the Southern Province where 
tenants were better organized, the rents were closer to the limits stipulated 
in the Act. Elsewhere, they reached the traditional share of 50 per cent of 
the produce. 

The Agricultural Productivity Law of 1972 and the Agricultural Lands 
Law of 1973 failed to rectify the weaknesses of the Paddy Lands Act of 1958. 
The Agrarian Services Act of 1979 was more favorable to landlords than to 
tenants. For the purpose of improving the efficiency of cultivation, this Act 
limited the land rented by a tenant to 5 acres and also increased the rent 
to 15 bushels per acre or 25 per cent of the produce, whichever was greater 
(the reverse of the provisions in the Paddy Lands Act of 1958). However, 
none of these tenancy reforms succeeded in bringing about a significant 
change in the economic and social conditions of tenants who were not 
landowners and operated small parcels of land. 

The land reform program resulting in major changes in landownership 
was implemented in 1972; the second phase became effective in 1975. One 
of the secondary objectives of the 1972 reforms was to maximize agricul- 
tural production, employment opportunities and incomes. To achieve this, 
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a land ceiling was imposed on private lands—50 acres for highland and 25 
acres for lowland. The ceiling for all lands per individual above 18 years of 
age was fixed at 50 acres. All lands over and above the ceiling were acquired 
by ihe state and vested with the Land Reform Commission. In the second 
phase in 1975, all estates held by public companies, including those owned 
by foreign companies, were nationalized. Under this land reform program, 
981,368 acres (equivalent to 20 per cent of the total cultivated area) were 
vested in the state—563,411 acres in the first stage and 417,957 acres in 
the second stage. 

The land reform program has not had much success in reducing 
inequality and poverty. It applied mainly to the large-scale plantation 
sector but not to the peasant. smallholding sector. The majority of the vested 
lands comprising plantations was taken over by the State Plantation 
Corporation and the Janatha Estates Development Board, thereby making 
the government the biggest landowner. It did not lead to any significant 
redistribution of land to enhance the productivity of poor farmers. In fact, 
the productivity of land taken over by the state declined considerably 
because of bad management. Some lands were allocated for collective and 
cooperative farms with a view to increasing productivity and employment, 
but this program was unsuccessful because of political interference and 
corruption. About 12 per cent (115,000 acres) of the acquired lands were 
disiributed among the landless poor (about 350,000 families) in small plots, 
ranging from one eighth of an acre to one acre, to satisfy the demand for 
homesteads but inadequate as viable units for livelihood. 

The land reform programs did not introduce immediate changes in the 
condition of plantation workers, but the effects of the programs over time 
were significant. The vesting of the estates with the state transformed the 
estate laborers invo state employees. Once they became state workers, the 
government welfare program led to a gradual improvement in their living 
conditions as the government had to increase their wages several times and 
provide health, educational and other welfare facilities. Major changes 
included substantial wage increases, standardization of female and male 
worker wages, stipulation of a minimum six working days per week and a 
minimum 26 working days per month. Compared with the pre-1970 era 
during which the number of working days per year dropped below 210 days, 
the assurance of 26 working days per month was a great achievement in 
improving their economic conditions. In addition, some of the estate 
workers were given small plots of land for agricultural purposes. 

In the estate sector, there has been a significant improvement in 
nutrition, thus improving in general the physical quality of life. Infant 
mortality has declined. In 1975/76 the prevalence of wasting among the 
12-23 month and the 24-35 month age groups in the estate sector 
was 23.6 and 12.6 per cent, respectively. Now it is 7.1 per cent overall for 
the estate sector. The decline of wasting in the estate sector can be 
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attributed to recent improvements in health care and higher overall 
calorie consumption.‘ 


Investments in Agricultural Infrastructure and Rural Develop- 
ment. Since the 1940s agriculture and irrigation have absorbed the 
largest share of the government’s budget. These investments included the 
restoration of the ancient irrigation infrastructure, major new river basin 
development projects in the eastern and southern areas and new agricul- 
tural settlements. In the 1950s the share of investment in this component 
increased from 38 per cent of the capital budget in 1951/52 to 40 per cent 
in 1958/59. In the two decades that followed, expenditure on these projects 
continued at high levels. In 1970/71 it was still the largest item of develop- 
ment expenditure and absorbed 21 per cent of total capital expenditure. 
After 1977, the Accelerated Mahaweli Development Program increased the 
share of agriculture in the budget to 53.7 per cent of total government 
investment. Indeed, almost 72 per cent of the investment in agriculture has 
been allocated to the Mahaweli development, and almost all funds have 
been spent for construction under which 250,000 families are expected to 
be resettled. As of 1989, 25 per cent (63,659 families) of the targeted 
number have been resettled.5 

During 1981-1985, 8.8 per cent of investments in agriculture were 
allocated for "other irrigation" projects. These investments were expected 
to increase cropping intensity and increase productivity and income levels 
of the settlers. The program for 1990-1994 envisages a total expenditure of 
Rs 30 billion, representing 18 per cent of the total capital investment by 
government. With the completion of the major construction works under 
the Mahaweli project, capital investment in agriculture has dropped to 
lower levels. | I 

These investments have been largely directed at expanding and 
developing agriculture for peasants with smallholdings. A large portion has 
gone into new agricultural settlements which absorbed a large proportion 
of the poorest landless segments of the densely populated rural sector in 
the wet zone. Therefore, these programs have contributed to rural poverty 
alleviation. They established a smallholding component which, for all its 
shortcomings, has become the most productive part of the rice producing 
subsector. 

There are other areas which need to be considered in evaluating the 
programs. The poorest stratum of the rural population in the dry zone lived 
in areas served by minor reservoirs with inadequate water supply. Large 


4. A, Zerfas, Analysis of Health and Nutrition of the Poor in Sri Lanka: With reference to Nutritional 
Status and Health Indicators (Rockville: Office of International Health, Department of Health and 
Human Services, 1989). 

5. Central Bank of Ceylon, Central Bank Annual Report 1989 (Colombo, 1990) 
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investments in the irrigation infrastructure did not reach these settle- 
ments. Several large schemes such as the Mahaweli project included minor 
tanks in their command area, but the benefits went largely to new settlers 
who were transferred from outside the dry zone. The majority of the 
population served by the minor tanks still live in poor socioeconomic 
conditions; today they comprise one of the poorest segments in the rural 
sector. 

Paddy agriculture in the new settlements did not realize its full 
productive potential. In relation to the large capital outlays, the return was 
inadequate and the opportunity cost of the investments was high. It has 
been argued that with a fraction of the investment, it might have been 
possible to increase the productivity of the plantation sector to enable Sri 
Lanka to purchase all its rice requirements in the world market. Water 
utilization was wasteful and the policy of restricting the use of irrigable 
lands to paddy cultivation prevented the diversification of agriculture to 
include crops which could have yielded higher incomes with less water. 
Paddy monoculture did not expand the base for diversification of the 
non-agricultural sectors in the rural economy which could have increased 
non-farm employment. 

In the plantation sector, the smallholders included a large number of 
peasants with small allotments who could be identified among the target 
groups for poverty alleviation. To improve the smallholding sector, capital 
resources have been allocated for programs which include the Coconut 
Rehabilitation Program and a program specially directed at smallholders 
in tea and rubber. The 1990-1994 Public Investment Program has provided 
Rs 4.6 billion for these two programs. However, the outreach of the program 
to the poorest segments of the smallholders has not been adequate. The 
lack of target orientation and proper planning.has.prevented these seg- 
ments from obtaining subsidies and other benefits. 

Under the Smallholder Rubber Rehabilitation Project, farmers with 
smaller holdings did not participate in the replanting program. As in the 
case of the coconut subsidy scheme, initial investments had to be made by 
the holders before they could claim subsidies. However, they could not 
afford this investment. Those who depended entirely on rubber for their 
income were not willing to undertake replanting as there was a waiting 
period of about five years during which these smallholders would have no 
other source of income. Studies reveal that in the major rubber-growing 
districts, those who continued tapping their old trees accounted for 61 per 
cent of the holders, most of whom owned land below one acre. The "main- 
taining of family income" was quoted as the reason for not replanting. The 
Post-Project Evaluation Study of the Rubber Development Project es- 
timates that dropouts from the subsidy scheme among the holders of land 
below one acre were 54, 53 and 69 per cent, respectively, in the main 
rubber-growing districts of Ratnapura, Kegalle and Kalutara. 
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Total outlay for the Public Investment Program for 1990-1994 is 
Rs 3.1 billion. The projects have been implemented in several districts. 
Strategies adopted have varied from growth-oriented programs, as in the 
Kurunegala District, to the more participatory and equity-oriented projects 
in the Southern Province. The main objective of these projects is to promote 
the integration and coordination of the sectoral development program. 
They seldom attempted to encompass the social and economic development 
of the District as a whole but selected an intersectoral program which 
included a mix of activities in parts of the District covering the production 
sectors (mainly agriculture) and other social sectors such as health and 
education. Although the projects accounted for only a small proportion of 
total investment in the rural sector, they added to the total resource 
allocation and demonstrated the importance of integrating sectoral 
activities. 

Animal husbandry offers opportunities for the diversification of 
smallholding agriculture to substantially increase household incomes. 
However, the investments in this field have been modest and have not 
reached the degree of concentrated effort devoted to crop agriculture. The 
effort at crop diversification has been limited and has not gone much 
further than the range of subsidiary foodcrops to be substituted for imports. 
Horticulture items such as mushrooms, floriculture, foliage plants and a 
wide range of products with export potential are only beginning to receive 
attention. There has been very little investment in research and infrastruc- 
ture support for promotional activities which could help transform 
smallholding agriculture and generate the process of rapid income growth 
for the rural economy. Transformation of this nature can provide solutions 
to rural poverty. 


Rural Credit. Credit policies have undergone changes since the 
1940s. These include cooperative production and sales societies which were 
expected to provide credit to small farmers but were not successful as the 
risk of non-repayment was borne by the government and the rate of default 
was very high. This was followed by a major re-organization of the coopera- 
tive movement in the second half of the 1950s. Consumer cooperatives 
established during World War II for the purpose of distributing food were 
reorganized as multipurpose cooperatives, combining the functions of 
production sales distribution and credit. Although there were individual 
cases of success, they failed to achieve the objectives that were set for them 
on a countrywide basis. 

Thereafter, rural credit was organized through the People's Bank. At 
the inception of the scheme in 1967, old debts were written-off and all 
farmers were offered the opportunity to participate anew. The Central 
Bank provided refinancing facilities and guaranteed the reimbursement of 
75 per cent of the defaults. The attempt to facilitate access to credit and 
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maintain banking discipline failed, however. While Rs 70 million was 
disbursed, the rate of recovery was between 50 and 60 per cent. In 1973 
another "Comprehensive Rural Scheme" was launched to satisfy the re- 
quirements of rural credit on a more stable basis with fuller coverage. The 
Bank of Ceylon, the other major state bank, also entered the rural credit 
market. However, the past tendencies for default continued. The high 
default rate caused a decline in the number of borrowers eligible for credit. 
By the end of 1983, loans granted under this scheme amounted to Rs 2,036 
million, only 54 per cent of which had been recovered. 

During the post-1977 period, with economic reforms, the lax rural 
credit policies were reversed and new elements were introduced. Stricter 
rules were applied and the Central Bank guarantees were withdrawn. 
Defaulters were disqualified from participating in credit schemes. With the 
liberalization policies, foreign banks were allowed to operate and a few of 
them engaged in rural credit activities on a modest scale. The Praja Naya 
Niyamaka Scheme, started in 1988, was the forerunner to the promotion 
of agency banking. Under this scheme, banks give credit through selected 
representatives which are responsible for disbursing as well as recovering 
loans in villages. 

The performance of institutional credit schemes in satisfying the 
credit requirements of small and poor farmers has been far from satisfac- 
tory. The amount of credit channeled for agricultural development as well 
as for meeting the credit requirements of the farmers has been very low. 
For example, in 1981 only less than 15 per cent of loans advanced by 
commercial banks were for agricultural purposes and only less than 25 per 
cent of the credit requirements of small farmers were met by institutional 
sources. Although certain new steps were taken by the Regional Rural 
Development Banks and the Praja Naya Niyamaka Scheme to disburse 
credit at the grassroots level, the situation has not changed. Within the 
last three crop years, institutional sources have financed only 5.4 per cent 
of cultivated paddy lands. 

Large-scale efforts to provide adequate rural credit to farmers 
regularly have been thwarted by a variety of factors. In each phase, the 
state started with a large allocation for rural credit, broad-based coverage 
of the farm population and conditions which enabled past defaulters to 
participate in the new scheme. But in each case, the rate of default 
mounted, the proportion of those who were not eligible for participation as 
a result of default increased and the credit scheme, beset with serious 
difficulties, floundered. 

On the other hand, farmers have been willing to resort to non-institu- 
tional credit at higher interest rates and maintain a high rate of repay- 
ment. Microlevel studies on non-institutional credit indicate that the 
extortionist features of such credit have been exaggerated. According to 
one study, 83 per cent of loans charged interest rates below 30 per cent. 
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The analysis of interest rates of the informal sector disclosed that nearly 
one third of loans were interest-free and that a further one third were at 
interest rates of 25 per cent or less a year. Informal interest rates ranged 
up to even 300 per cent a year, although only about 1 per cent was above 
150 per cent a year.® Informal credit is an integral part of a complex 
network of relationships in which production, consumption, marketing and 
the provision of working capital are normally interrelated. The tie-up of 
credit to the sales and marketing of the produce normally places the 
indebted farmer at a disadvantage when he markets his product. The 
common criticism of the link between moneylender and trader has been 
directed at this set of relationships, which results, on the one hand, in 
relatively high interest rates and, on the other, in low prices for the 
product. State intervention was designed to free the farmer from this bond. 

It is difficult to explain fully why farmers were not able to make use 
of the opportunity of a more liberal, state-organized credit system by 
maintaining a high rate of repayment. Evidently, the informal credit 
system is able to support the farmer in ways which institutionalized credit 
is not equipped to do. Informal credit systems are not tied to specific inputs. 
They cover consumption needs and function basically as income support 
during lean periods. Apart from these, the state had created expectations 
among rural farmers which seriously hindered the efficient functioning of 
state-administered credit schemes. The farm population had become accus- 
tomed to the benevolence of a welfare state under which most essential 
services were freely available. Credit was considered as a state handout 
and farmers who voted expected politicians to be lenient on defaults. With 
this environment, the discipline required for an efficient credit scheme 
could not be maintained. Furthermore, the rural credit schemes ad- 
ministered by the government were crop-specific and available primarily 
for agriculture and did not support activities and enterprises which would 
have helped promote the diversification of the rural economy, thereby 
generating non-farm employment. Recently, however, rural credit has been 
directed to non-agricultural activities and small enterprises. The estab- 
lishment of the Janasaviya Trust is expected to provide rural credit for 
self-employment and small enterprises. This initiative provides a new 
dimension to rural credit. 

Inadequate data do not provide easy evaluation of the impact of rural 
credit on rural poverty. Evidence indicates that since rural credit was 
mainly for farming, the poor outside the farming community would not 
have had access to such credit. In 1986/87 about 32 per cent of farmers were 


6. See Central Bank of Ceylon, Survey of Credit and Indebtedness Among Paddy Farmers 1976 (Colomho, 
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estimated to be in dire poverty. The rural credit scheme must be assessed 
in terms ofits impact on this bottom segment of farmers. Microlevel studies 
indicate that a large part of these farmers would have been bypassed by 
the rural credit scheme as the size of allotments and farming practices were 
such that they would have had little incentive to use credit. 


Production Subsidies. With the exception of the smallholding sector 
in plantation crops, agriculture in the rural sector was highly protected. 
The domestic agriculture sector was protected from imports, and within 
the domestic market, guaranteed price schemes, combined with the state 
purchase of products, provided farmers with assured market and stable 
prices. During the early phase of the import-substitution program in 
agriculture, state-administered schemes, despite deficiencies, fulfilled 
some of the main objectives. A large proportion of the produce was pur- 
chased by the state, and guaranteed prices helped stabilize open market 
prices. This was possible because the state was both the importer and the 
largest distributor through food rationing. Increasing self-sufficiency al- 
lowed the market to operate more freely, and state purchases declined. The 
volume of food supplies under food rationing also dropped when the re- 
quired quantity was reduced in the early 1970s. The situation changed 
dramatically after 1977 on account of policies to free the market in as many 
sectors as possible, including domestic agriculture, and modifications ofthe 
food subsidy scheme which reduced the number of beneficiaries by one half. 

Domestic agriculture also benefited from the liberal policies on water 
and land. Under the irrigation system, water for irrigation was free. Land 
distributed by the state was subject to a nominal annual lease rent which 
was far below the market rent. Settlers in state-sponsored agricultural 
schemes were not required to make substantial-payment other than the 
nominal lease rent. Rent collection was not strictly enforced. In addition to 
free land and water, farmers benefited from subsidies until 1988, including 
fertilizer subsidies. Agricultural extension services were provided free. 
Other inputs such as tractors and agrochemicals benefited from low import 
duties or exemption from duty. Ín the plantation sector, subsidies were 
available for replanting, for planting new crops and for the underplanting 
of coconut. 

Thus, the domestic agriculture sector, with its regulated and protected 
market and its wide array of subsidies and other forms of state support, 
developed in an environment which was heavily dependent on the state. 
This retarded the growth of a market-oriented entrepreneurial farming 
population capable of identifying new economic opportunities and diver- 
sifying the rural economy. These constraints become important as the 
limits of import substitution in agriculture are reached. In such a situation, 
the smallholding farmer would need to turn to export markets and respond 
to the demands of a competitive international market. There is evidence of 
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export-oriented agriculture entering the smallholding sector. Export vil- 
lages have been promoted and agro-businesses have mobilized small- 
holders for the cultivation of certain items for the export market, such as 
cucumber for gherkin production. 

The post-1977 economic reforms have pushed the domestic agriculture 
sector toward the competitive market as guaranteed prices no longer func- 
tioned in the way they did in the past and state-trading and purchasing have 
been reduced to a minimum. In a situation where state supports and subsidies 
are removed and the farming population is increasingly required to operate 
in the open market, there may be adverse consequences. Some studies on price 
movements in the rural sector after 1977 show the terms of trade for farmers 
to have deteriorated. Although the general price increase that followed 
liberalization has increased prices of farm produce, these increases have not 
kept pace with the increase in the prices of agricultural inputs and consumer 
items purchased by the farmers. Increases in productivity resulting from the 
improved functioning of the markets need to be considered. Evidence from the 
Consumer Finances Surveys indicates that the money incomes of farmers 
have grown faster than those of most other groups. The outcome is mixed and 
appears to vary according to the size of holding and level of income of the 
farmers. The poorest farmers with a low marketable surplus would have been 
at the receiving end of the price increases on the one hand and the removal of 
subsidies and supports on the other. Food stamps were reduced to one-third 
of their value between 1978 and 1988 as a result of inflation. 


The Political Economy of Rural Poverty 


Structure of Landownership. An analysis of the political economy 
of rural poverty needs to consider some special features of the structure of 
power, the distribution of resources and the political process which in- 
fluenced the control of and access to resources by the rural population. 
There are four major elements which closely interacted to produce the rural 
configuration of social relations and distribution of power, both economic 
and political. First, the ownership of land, access to it and the control over 
the resources such as water formed the base of the agrarian social structure 
and the sources of power held by the rural elite. They also determined the 
conditions and the social formations which contributed to the persistence 
of poverty. Second, the state was a key actor in the rural sector. Third, the 
structure of rural markets and the intermediaries who managed and 
controlled them formed another distinct stratum, yielding considerable 
power over resources and their distribution. The fourth element was the 
political process with its competitive multiparty democratic system. 

As noted earlier, the ownership, control and use of land is the most 
important factor in the persistence of rural poverty. Landownership 
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agriculture falls into two categories—the plantation sector and peasant 
agriculture. Conventional analysis of the agriculture sector has occasional- 
ly overemphasized its dualistic character and the separation between the 
two categories. The situation, however, is more complex. 

The plantation sector with tea, rubber and coconut as main export 
crops comprises a significant component of smallholdings, particularly in 
rubber and coconut. The structure of landownership in coconut plantations 
reveals that 74 per cent of the cultivated area are holdings of less than 20 
acres, 56 per cent of which are holdings of less than 5 acres. In rubber 
plantations, the corresponding proportions are approximately.30 per cent 
and 15 per cent, respectively, and in tea plantations, 16 per cent and 10 
per cent, respectively. 

Large-scale estates are linked to the surrounding rural sector 
through wage labor. Villagers find seasonal employment in adjacent 
coconut plantations, obtain fuel for domestic purposes and maintain a 
worker-client relation with plantation owners. In rubber plantations, 
many estates depend on the supply of labor from the outlying rural 
communities. In tea plantations, resident workers who are descendants 
of the Indian work force that had been brought by expatriate plantations 
supply most of the labor, but even in this sector there has been an 
increasing supply of village labor. Production and marketing are the 
other links between the peasant sector and the plantation sector. The 
estate sector has contributed to the extension of these crops into 
smallholdings and homesteads in the rural sector. In some instances, the 
surplus produce of the rural sector has been collected, processed and 
marketed by the plantation sector. Over a long period of time, the 
plantation sector, particularly in the coconut sector which was in- 
digenously developed and owned, has forged mutually beneficial relation- 
ships with the rural sector. 

It has been pointed out that the expansion of large-scale plantations 
encroached on the commons and land resources that were available for the 
peasant sector. It can be argued that the rapid growth of the plantation 
sector did have the effect of putting to agricultural use land which might 
have been available to absorb the expanding rural population over a long 
period of time. The processes of development and resources generated by 
the plantation sector have brought benefits to the rural sector. The plan- 
tation sector developed at a time when the population and land balance was 
such that it would have been a long time before most of the land taken up 
by the plantations was put to any alternative uses in the rural sector. The 
population pressure on land came much later in the 1940s and 1950s when 
the benefits of social welfare policies began to take effect, mortality 
declined and population rapidly increased. These social welfare policies 
were possible only because the plantation sector had created an adequate 
revenue base to support the welfare program. 


188 Asian Development Review 


The second major component in the agriculture sector is peasant 
agriculture. The structure of ownership is organized in smallholdings that 
depend largely on family labor supplemented with casual labor in periods 
of peak activity. In the peasant sector, the tenants are a minority. Among 
the tenants themselves, there are those who own small parcels of land, and 
these groups have to be identified in any strategy for poverty alleviation. 

Within the structure of landownership and access to land, the caste 
system, another important element governing the traditional system of 
land tenure, continued to play a role, during and after the colonial period. 
The rigidities of the caste system, however, have been substantially relaxed 
during the colonial and post-colonial periods. The Buddhist religion was 
critical of the caste system and its basic tenets mitigated the worst features 
of the caste system. Furthermore, the state programs of land distribution 
decisively cut across caste barriers. A significant proportion of the new 
settlers came from castes other than the traditional landowning Govigama 
caste, particularly since landlessness and poverty had become the criteria 
for the selection of new settlers. The free education system for all segments 
of the population promoted social mobility and contributed to a social 
structure in which the caste system became progressively less important 
in determining social and economic relations. 

At this point, it is necessary to stress the special character of the Sri 
Lankan caste structure. While being hierarchical, it is not elitist in the 
manner of the Indian Hindu caste system. The Govigama caste system 
resembles more an inverted pyramid rather than the usual elitist hierarchy 
which progressively narrows at the top. This has had a positive impact on 
the distribution of land and contributed to a structure of ownership based 
on smallholding cultivators. 

In a situation where landownership was widely dispersed in 
smallholdings and where scarcity of land was a pervasive feature, access 
to new land became a key factor. The largest single owner of land available 
for further development and cultivation was the state. The state ownership 
of large areas of land resulted in widespread illegal encroachment of state 
land. The state was generally lenient in dealing with this problem. In 
recognition of the extent of land hunger that prevailed, there were succes- 
sive phases of regulation applying to this encroachment. The large group 
of illegal encroachers, however, did not have right of access to the resources 
needed for the sustained development of land on which they encroached. 
This group is therefore another target for policy measures designed to 
alleviate rural poverty. 

Water had a critical bearing on the use of land resources and the 
incomes derived from them. In the dry zone, in particular, aecess to water 
and irrigation facilities determined land productivity and the level of farm 
incomes. There was gradation in farm incomes related to the nature of 
available irrigation facilities. Rural communities which were served by the 
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smaller reservoirs were most vulnerable to uncertainties of weather in the 
dry zone. However, many of these communities had holdings of highland 
larger than were available for farmers and new settlers under major 
irrigation schemes. The lack of water and failure to develop a stable 
agriculture for the highland reduced this asset to one of negligible value. 
In major and medium-scale irrigation projects, location of irrigation 
allotments is important for output and productivity. Farmers located at the 
bottom end of the irrigation system are at a disadvantage as the system is 
based on gravity flow and a network of channels carrying water to the 
fields. Farmers at the upper end have better access and, in the absence of 
water rates or surveillance system, have tended to use water liberally. This 
system of water distribution has adversely affected farmers at the lower 
segments, resulting in pockets of disadvantaged farmers with low incomes. 
Recently, the state has attempted to develop farmer institutions which as- 
sume responsibility for the distribution and management of water supply. 


The Role of the State and Allocation of Resources. The political 
economy of rural poverty cannot be understood without analyzing the role 
of the state in mobilizing resources and in allocating them for the develop- 
ment of the rural sector. 

The plantation economy had already created a substantial revenue 
base during the colonial period. In the early 1950s, total revenue was about 
14 per cent of gross national product (GNP), which was high for a develop- 
ing country with low per capita income. At present, it is about 20 per cent 
and 35 per cent of GDP, respectively. The revenue base provided the state 
with the resources to develop the social as well as economic infrastructure. 

Even before the major expansion of the social welfare program after 
independence, access to health and education in the colonial period was 
more equitable than in other parts of the British empire in South Asia. At 
independence, health indicators in the rural sector were above those of 
most of the countries in Asia, including the People’s Republic of China, 
India, Malaysia and Philippines. In the post-colonial period the govern- 
ment expanded its social welfare program. Social welfare measures created 
the infrastructure in the rural sector which gave the rural population easy 
access to health care and education. These state interventions provided an 
infrastructure for social mobility to the rural population which cut across 
many barriers that were part of traditional social structures and 
socioeconomic stratification resulting from the distribution of assets among 
the rural population. While socioeconomic conditions of households affected 
their capacity to make use of the services that were available, the provision 
of free services enabled even the poorest households to attain minimum 
levels of literacy, reduce infant mortality and raise life expectancy. 

The state’s economic role also had an impact in ameliorating rural 
poverty or preventing its exacerbation. The development of the small 
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peasant sector for the production of rice and foodcrops for the domestic 
market had the biggest impact. The government mobilized substantial 
resources for irrigation and the establishment of new agricultural settle- 
ments. Land distribution did not create a highly productive smallholding 
sector with adequate incomes, but it was a major element in reducing 
landlessness and providing economic opportunities to a large segment of 
the poorest in the rural sector. 


The Structure of Rural Markets. The structure of village markets 
that influences the processes governing the terms of exchange at the 
household level is complex and heterogeneous, partly because of the char- 
acter of the specific relationships that link producer households to the 
market through intermediaries. For each product—be it paddy, coconut, 
subsidiary foodcrops, fish or vegetables—there is a specific trading system 
and structure. Each system has specific characteristics related to credit, 
storage and accumulation of stocks, seasonal availability, transport and 
timely access to markets—the latter being paramount in the case of perish- 
able commodities such as fish and vegetables. All these factors affect 
producer prices. 

Products of rural households range from cereals, green gram and 
coconut to vegetable, fish, rubber latex and green leaf in tea. Products 
such as rubber latex and green leaf have to be delivered to processing 
centers with the least possible delay. In the case of paddy and coconut, 
the next level of the market is controlled by millers, copra producers and 
oil millers. The capacity of producers to hold stocks of commodities such 
as cereals and pulses determines producer prices. The quantity of 
marketable surplus that is available in different rural locations becomes 
an important factor in the channels of trade and in the organization of 
markets. The bargaining power of the households would be determined 
in each case by these characteristics which are specific to the pattern of 
exchange for a given commodity. 

The structure of rural markets, the manner in which rural trade is 
controlled at the village level and the complex hierarchy of intermediary 
levels become important elements in the political economy of rural poverty. 
In the rural economy where the surplus is small and economies of scale for 
trade are not adequate, the networks that evolved between producer and 
trader leave little room for the growth of competitive markets. Rural 
economies with higher output and larger marketable surpluses present a 
contrasting situation. In these economies, the trade turnover is sizable and 
the incomes of both producers and traders are relatively higher. These 
conditions are conducive to more organized and competitive markets al- 
though residual elements of oligopsony persist. Price formation in such a 
context, however, becomes more transparent as prices are set through a 
series of organized transactions and are readily comparable. 
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The commercialization of agriculture will play a major role in disman- 
tling the rural structures of power inherited from the semi-feudal colonial 
period. For instance, agro-business, where a large-scale commercial 
enterprise moves into the rural sector, organizes small producers and 
provides technical know-how, credit and marketing, has recently emerged. 
This has taken place for crops such as the small cucumber for gherkin 
production and tobacco. It is likely that such a phenomenon will increas- 
ingly develop in the rural sector as peasant agriculture turns toward 
exports and international markets with a much more diversified agricul- 
tural output. 

The market situation in the rural sector highlights another aspect of 
rural political economy—the need for producer associations. An unusual 
feature of the peasant economy has been the relative absence of well- 
developed farmer organizations or effective organizations for agricultural 
labor. 


Political Processes and Institutions. Given the social welfare 
program and the development of the smallholding peasant sector, the 
relevant question is: What is the nature of the power structure and the 
character of the power-holding elite which made it possible to undertake 
developments which produced the social outcomes that have been 
described? Various explanations have been provided. The land distribution 
prcgram has been seen by certain political economists as arearguard action 
on the part of the land-owning elite. The program enabled the state to 
relieve population pressure on land in the wet zone where the elite owned 
large-scale plantations and to transfer the landless poor—the segment of 
the population which could have been the social base for a disruptive 
struggle against the prevailing system—to the dry zone It was also possible 
for the elite to undertake the program as there was a significant revenue 
base for this purpose. This analysis, however, fails to explain why the 
rearguard action took the form of a social democratic program rather than 
a repressive regime which widened the disparities between the rich and 
the poor. In economic terms, this retarded investment and development, 
but in social terms, it resulted in substantial transfers of income and 
investments in human development. 

This process was the result of democratic political institutions that 
were established over a long period of time. In the mid-nineteenth century, 
the British Government introduced political institutions which gradually 
evolved into a system which gave the local population a representative form 
of government in the early 1930s. Elected local government institutions 
were established as early as 1870 and became one of the means by which 
the population was educated in representative politics. In the 1930s univer- 
sal adult franchise was introduced for the election of a national assembly, 
the State Council, and a limited measure of self-government was vested in 
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the local population. Universal adult franchise and a representative 
government based on the Westminster style had a far-reaching impact on 
the society. 

From the mid-1950s, major political parties broadened their rural 
base which contained the majority of the electorate, and recruited many 
cadres from the rural sector. People of rural origin, from the middle and 
lower middle social strata, won parliamentary seats and, over time, rose to 
positions of leadership. They were closer to the problems of rural poverty 
and were better able to articulate the needs of the rural sector. The political 
process also meant greater bargaining power for the disadvantaged groups. 
Electorates in which the ruling party had the support of the existing power 
elite were transformed by the opposition parties, which sought the support 
of groups which had been excluded by the ruling party. 

However, serious deficiencies in the functioning of the party system 
affected the rural poor. Chief among these was the way in which ruling 
parties favored their own supporters in the electorate and discriminated 
against the opposition parties and their supporters. While the main social 
welfare program, free health, free education and food subsidies came to be 
equitably. distributed, reaching all sections of the population, discrimina- 
tion arising from the divisiveness of party politics affected the allocation 
of state resources such as allocations for infrastructure development and 
public services. | 

Furthermore, the competitive political process has not also been always 
successful in reaching the poorest in village communities who need programs 
but do not have much political weight as a voting constituency and therefore 
often do not receive the attention of politicians. The Janasaviya Program has 
changed the marginal approach to the poorest; the poorest groups have been 
given a central place in political manifestos of the ruling party. The pledge to 
eradicate poverty with offers of generous income transfers for that purpose 
contributed to the victory of the United National Party in the presidential 
election of 1988 and the general election of 1990. 


Concluding Remarks and Policy Implications 


The government has from 1988 embarked on a development 
strategy, embodied in its Janasaviya Program, that combines elements 
of growth and equity. The program aims to eradicate poverty within a 
short period of time, initially two years. The initial program, however, 
was conceived on a scale beyond the resources that were available; it has 
since been modified to a program which is being implemented over a 
longer period. The international agencies have also evaluated the pos- 
sibilities for supporting the measures for poverty alleviation and intro- 
duced elements which would improve the viability and efficiency of the 
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program. A separate financing institution for the Janasaviya Program 
has been established to provide funds for a number of activities, including 
guaranteed employment scheme loans for small enterprises of 
Janasaviya beneficiaries and technical support services to enhance the 
capability of beneficiaries to engage in income-generating activities. 

The Janasaviya Program has been implemented in the context of 
development policies which have pursued the liberalization strategy 
initiated in 1978. Structural adjustment during the 1990s takes this 
process further with reforms in the tax and tariff structures, the 
privatization of state enterprises and the restructuring of the govern- 
ment budget. The development strategy for the 1990s envisages a leading 
role for the private sector in which the main thrust will be rapid in- 
dustrialization for export. The development strategy attempts to combine 
a growth strategy which promotes an internationally competitive market, 
a high rate of growth and rapid employment creation, with a poverty 
alleviation program which will directly assist the rural poor to increase 
their income-earning capacity and rise above poverty. 

Current programs, the main being the Janasaviya Program, that 
contribute to poverty alleviation in the rural sector absorb approximately 
3 to 3.5 per cent of GDP. Other programs such as the food stamps scheme 
and the school mid-day meal provide support to households through 
income-in-kind to improve consumption levels. Macroeconomic strategies 
are expected to accelerate the pace of structural change and increase the 
capacity of the urban industrial sector to absorb the backlog of unemploy- 
ment and new increments to the work force, thereby reducing the burden 
of employment creation and poverty alleviation that has fallen on the 
rural sector while directly assisting the poorest strata which are not 
likely to benefit from the trickle-down effect of the growth strategy. 

Given the composition of the population in poverty, the strategy for 
poverty alleviation has to be highly differentiated. First, 30 per cent of 
farm households have been identified among the absolutely poor. One 
important group is the dry zone farming population which depends on 
minor tanks and unstable water supply but has considerable resources 
in the highland. The strategy for increasing productivity for this group 
would require a program which introduces new highland crops which are 
resistant to drought and are capable of yielding adequate income. The 
smallholding farmers in the wet zone have a major problem of land 
scarcity and size of holding which needs a different approach from that 
of the dry zone. In this situation, the availability of non-farm employment 
for supplementing agricultural income is indispensable. Another group 
among. the poor farm households is in agricultural settlements. It in- 
cludes those whose poverty is derived from the poor quality of land and 
inadequate water supply, illegal encroachers who have acquired some 
land on the periphery of the settlement scheme, and other similar groups. 
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The second largest category of the rural poor are agricultural laborers. 
The profile of households depending on agricultural labor varies widely 
from zone to zone. In the dry zone, poverty can be alleviated through 
strategies which increase cropping intensity to generate employment. The 
scope for increasing cropping intensity and, consequently, absorbing un- 
deremployed labor is considerable. This would require, however, a better 
system of water management and a wider diversity of crops. The strategies 
for non-farm employment would depend to a large extent on the dynamism 
and diversity of agriculture. They would require the type of effort con- 
templated by the Janasaviya Trust and the local programs of the People’s 
Bank which envisage credit for self-employment and small enterprises. The 
promotion of self-employment and enterprise would require an infrastruc- 
ture which provides not only credit but, more importantly, also the transfer 
of technology and marketing. In certain parts of the wet zone, the planta- 
tion sector, particularly coconut and rubber plantations, provides scope for 
underplanting and greater labor absorption. A systematically implemented 
strategy could offer widespread employment opportunities, absorb the 
underemployed and new labor, and increase the income of the poor. 

Third, households in which the main income earner is unemployed 
account for a large share of the number of absolutely poor households. A 
survey indicates, however, that a major proportion of this category seek 
employment outside the farm.’ This may be partly due to the fact that they 
do not have any land resources which can be put to agricultural use. The 
actual choice of employment is likely to vary considerably from expecta- 
tions. Therefore, the profile of expectations should not be a real deter- 
minant of any strategy for employment creation. The unemployed should 
be a target for self-employment and for rural works program envisaged by 
the Janasaviya Trust. 

Fourth, a large group of artisans and other non-agricultural labor 
(approximately 15 per cent of the households) in PEE needs to be 
identified as a target group. 

The educational profile of poor households indicates that ap- 
proximately 25 per cent of those in poverty have education up to secondary 
level or above. This group will be amenable to a wide variety of initiatives 
which include training in the case of the young and certain types of 
self-employment where skill and technology are needed and can be readily 
absorbed. 

The distribution of poor by household size > indicates that the incidence 
of poverty increases with household size. About 40 per cent of households 
in absolute poverty have seven members or more, and this proportion 
accounts for one third of the total sample. Since it is likely that these 
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households have the major share of the unemployed members, policies 
targeting this group may have to place special emphasis on strategies that 
create new employment, both self-employment and wage labor. 

About 20 per cent of poor households have a female as main income 
earner. The incidence of poverty, however, among female-headed house- 
holds is not different from that of male-headed households, thus ruling out 
gender as a factor in poverty alleviation programs. However, households 
with females as main income earners form a significant group, and even 
though the incidence of poverty may be similar for both males and females, 
the nature of employment and the type of constraints are likely to be 
different. Therefore, it would be essential to examine what gender-specific 
problems need to be addressed. 

The age profile of poor households indicates that approximately 11 per 
cent of the households have main income earners above 60 years of age. 
The incidence of poverty in this group is, however, the lowest of all age 
groups, probably due to the fact that these households would have accumu- 
lated savings and would be at the higher end of their income-earning cycle. 
Households with main income earners above 60 are, however, vulnerable 
in the future. The nature of their poverty may stem from the fact that they 
do not have younger adult income-earning members contributing to 
income. In most cases, this group may not qualify for a poverty alleviation 
prozram based on income. They would need a different type of security net 
which may include the continuance of food stamps and other supportive 
measures. 

Finally, poverty alleviation strategies would have to be undertaken 
with strategies that accelerate the pace of structural change. Unemploy- 
ment in the rural sector and the poverty associated with it cannot be 
removed through strategies within the rural sector alone. While strategies 
of rural industrialization and non-agricultural development would help, 
programs for urban industrialization which are capable of absorbing the 
surplus of rural labor are critical to the success of any strategy for rural 
poverty alleviation. 

The indicative plans and projections that have been made by develop- 
ment analysts and planners for the development scenario for the 1990s 
indicate that the economy will have to grow at a rate of approximately 7 
per cent if it is to deal adequately with its urgent unemployment problem. 
This rate of growth would raise the income levels of the lowest income 
deciles above the poverty line by the end of the decade, provided income 
distribution does not worsen. The Janasaviya Program, if successfully 
implemented, has the potential not only to prevent a deterioration of 
income distribution but also to improve income distribution among the 
rural poor. 
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Appendix 
Estimates of the Extent of Poverty in Sri Lanka in 
Various Household Survey Years: 1969/70 to 1986/87 


Year, Basic Source and All 
Relevant Study® Urban Rural Estate Island 


1969/70: Based on LFSS (DCS, 1970) 


Bhalla and Glewwe (1985)b 5.0 12.8 11.1 11.2 
Alailima (1978) as cited in 
Alailima (1986) 18.0 


Visaria (1979) as cited in 
Alailima (1986)*: Household (%) 


Measure 1 58.3 52.3 38.5 52.0 
Measure 2 57.6 52.0 38.7 51.6 
1973: Based on CFS (CB, 1973) 
Khan (1989) as cited in 
Hopkins and Jogaratnam (1990)4 

Population (96) 16.7 
Household (96) 18.0 

Anand and Harris (1985): Population (96) 
Measure 1* 22.7 31.6 8.1 27.6 
Measure 2° 13.4 17.3 1.4 15.0 

Marga (1981)? 
Population (%) 3.7 17.6 0.5 13.1 
Household (%) 6.4 26.1 17 19.1 


1978/79: Based on CFS (CB, 1983) 
Gunaratne (1985a) 


Population (%) 19.4 25.0 7.6 22.3 
Household (%) 15.8 21.2 6.0 18.5 
Khan (1989) as cited in 
Hopkins and Jogaratnam (1990)4 
Population (%) .. 11.8 
Household (%) 12.5 
Gunaratne (1989) as cited in 
Hopkins and Jogaratnam (1990)f 16.0 22.7 5.9 19.5 
Anand and Harris (1985): Population (46) 
Measure 1* 24.4 23.8 8.9 22.7 
Measure 2° 14.3 12.8 3.6 . 12.3 
1980/81: Based on LFSS [Korale (ed.), 1987] 
Bhalla and Glewwe (1985)P 16.9 25.9 25.0 24.1 
DCS (1983)8 
Population (46) 51.5 50.9 42.7 50.5 
Household (%) 58.0 58.7 55.7 57.3 
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Appendix (Continued) 





Year, Basic Source and All 
Relevant Study? Urban Rural Estate Island 





Khan (1989) as cited in 
Hopkins and Jogaratnam (1990)d 


Population (96) 39.2 
Household (96) 34.8 
Sahn (1985)" as cited in 
Alailima (1986): Household (96) 
Measure 1 49.0 42.9 32.6 
Measure 2 (2A+2B) 24.5 0.4 13.3 
2A 8.7 9.7 3.8 
2B 16.4 16.7 19.5 
1981/82: Based on CFS (CB, 1984) 
Gunaratne (1985a)f 
Population (%) 17.7 26.1 12.3 23.6 
Household (%) 15.8 21.2 6.0 18.5 
Anand and Harris (1985): Population (%) 
Measure 1° 19.6 23.2 18.8 21.9 
Measure 2° 12.4 13.6 5.8 12.9 
1985/86: Based on LFSS [Korale (ed.), 1987] 
DCS (1987)8 
Population (96) 27.6 45.7 5.7 39.4 
Household (%) 32.7 51.1 9.9 44.7 
Khan (1989) as cited in 
Hopkins and Jogaratnam (1990)d 
Population (%) 28.6 
Household (%) 25.1 
1986/87: Based on CFS (unpublished) 
Gunaratne (1989) as cited in 
Hopkins and Jogaratnam (1990) 12.3 32.4 5.9 27.4 
Edirisinghe (1990)h 
Measure 1 12.2 32.9 13.4 27.6 
Measure 2 10.5 28.7 11.1 24.1 


a The years taken for analysis have been dictated by the availability of household survey data. 
Two official institutions have been responsible for the surveys concerned: the Central Bank of 
Sri Lanka, responsikle for the Consumer Finances Surveys (CFS) and the Department of Census 
and Statistics for the Labor Force and Socio-economic Surveys (LFSS). The CFS, started in 1953, 
was repeated in 1963, 1973, 1978/79, 1981/82 and 1986/87, with the report of the last mentioned 
survey yet to be published. The LFSS, started in 1969/70, was repeated in 1980/81 and 1985/86. 

b Poverty line as defined by Gunaratne as explained in footnote f. The Rs 70 per capita food 
expenditure poverty line for 1978/79 has been deflated/inflated to arrive at per capita food 
expenditure poverty lines of Rs 21 for 1969/70 and Rs 106 for 1980/81. 

c On the basis of calorie requirements. Alailima takes 2,200 calories per day per person as the 
necessary minimum requirement, and Visaria, 2,250 per capita and 2,750 per adult equivalent. 
Visaria’s two measures refer respectively to these two calorie norms adopted by him. These 
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Appendix (Continued) 





calorie requirements turned out to be equivalent to Rs 200 monthly household income for the 
urban sector and Rs 150 for the rural in the case of Alailima. Marga arrives at his estimates 
through a complicated analysis of food consumption data from the CFS for low-income groups in 
the backdrop of daily (agewise) nutrient allowances as recommended by the Medical Research 
Institute and a table of food-to-nutrient conversion factors, thereby determining the per capita 
income needed for food adequacy. The study estimated that in 1973, the cost of required minimum 
calorie requirements was Rs 36.50 per month per capita. The cited numbers for Marga are the 
percentages of spending units/households said to be characterized by "serious dietary inade- 
quacy" (p.:40). Sahn uses FAO/WHO-recommended daily calorie allowances. Measure 1 refers to 
the ratio of households not achieving this level and Measure 2 to that of those not achieving 80 
per cent of the norm. Measure 2A refers to what Sahn calls the "ultra-poor" which spend more 
than 80 per cent of expenditure on food, yet obtaining less than 80 per cent of the required 
nutrition. Measure 2B referring to group spending less than 80 per cent on food and also 
obtaining less than 80 per cent of the minimum required nutrition are described "nutritionally 
at risk." Edirisinghe adopted the following calorie requirement norm: recommended daily 
allowance of (a) 2,750 for an Adult Equivalent Unit and (b) 2,200 per capita. 

d A poverty line of Rs 50.80 per capita (for 1978/79) arrived at on the basis of a minimum cost 
bundle method. The poverty line adopted for 1981/82 was a per capita income of Rs 110 and for 
1985/86, Rs 175. 

e For Measure 1, the poverty line as defined by Gunaratne (see footnote f) has been adopted. The 
poverty line behind Measure 2 is given by a per capita food expenditure of Rs. 60 (for 1978/79). 
The all island poverty lines, Rs 70 (Measure 1) or Rs 60 (Measure 2), were used to derive urban, 
rural and estate sector poverty lines using sector specific food price indices. Price indices were 
used also to derive poverty lines for other years concerned which are comparable with those for 
1978/79. The lower poverty line was arbitrarily selected (in technical jargon, for purposes of 
analyzing the sensitivity of the ratios to choice of poverty line) to see what happens to poverty 
percentages when poverty is redefined according to the whim and fancy of someone observing it 
from a distance. | 

f A poverty line defined by a level of all island per capita monthly food expenditure of Rs 70 (for 
1978/79) is used. This figure has been derived from the per capita monthly food expenditure of the 
bottom 40 per cent of househelds. This figure has been inflated by using a food price index 
calculated by the author himself to derive the 1981/82 poverty lines. Sectoral price indices have 
been used to derive poverty lines for different sectors on the basis of the adopted allisland poverty 
threshold. The same principles may have been adopted in the author’s 1986 study cited in Hopkins 
and Jogaratnam but exact details of the computational procedures are not available. Nor is it clear 
how Gunaratne comes out with two sets of numbers for 1978/79 in the two studies cited. 

g Poverty line has been defined as the monthly income required to purchase minimum nutritional 
requirements and other basic needs. The following poverty line figures (in terms of average 
household income) are behind the percentages given. 


Urban Rural Estate 
1980/81 Rs 1,466 Rs 1,101 Rs 845 . 
1985/86 Rs 1,920 Rs 1,610 Rs 1,451 


h Measureliscalled POOR (ONE) by the author and Measure 2, POOR (TWO). Households whose 
food expenditure is insufficient to purchase food to meet between 90 and 100 per cent of 
recommended calorie requirements are included in POOR (ONE) and those between 80 to 90 per 
cent of requirements in POOR (TWO). The numbers in the highest decile who came within these 
limits, however, were not taken into account in the calculation of the relevant ratios. 


Sources: P. Alailima, "A Survey ofthe Literature on Poverty" (1986, Mimeographed); S. Anand and 
C. Harris, "Living Standards in Sri Lanka, 1973-1981/82: An Analysis of Consumer 
Finance Survey Data" (1985, Mimeographed); S. Bhalla and P. Glewwe, "Living Stand- 
ards in Sri Lanka in the Seventies: Mirage and Reality" (1985, Mimeographed); Central 
Bank,"Report on Consumer Finances and Socio-Economics Survey, 1981/82: Sri Lanka, 
Part I" (Colombo, 1984); N. Edirisinghe, Poverty in Sri Lanka: Its Extent, Distribution 
and Characteristies of the Poor" (Paper submitted to the World Bank under the Sri Lanka 
Poverty Alleviation and Employment Project, 1990, Mimeographed); L. Gunaratne, 
"Measurement of Poverty in Sri Lanka" 1985, Mimeographed); M.J.D. Hopkins and T. 
Jogaratnam, "The Socioeconomic Dimensions of Poverty in Sri Lanka and Policy Implica- 
tions" (Washington, D.C.: Development Alternatives, Inc. 1990); and R.B.M. Korale, ed., 
"Income Distribution and Poverty in Sri Lanka" (1987, Mimeographed). 


Rural Poverty in Thailand: 
Policy Issues and Responses 
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ne of the most nagging problems in the economic management 
of a country is achieving high rate of economic growth while 
reducing absolute and relative poverty. Nowhere in Southeast 
Asia, or even in Asia, has the problem of growth-equity trade-off 
become more unique and interesting than in Thailand. Toward the end of 
the 1980s, Thailand was one of the few countries in Asia which had 
achieved a gross domestic product (GDP) growth rate of over 10 per cent a 
year. And yet, it is also well known that income distribution in Thailand 
has worsened, and the absolute level of poverty has not declined in the last 
ten years. 

What has contributed to this situation in Thailand? Is it true that income 
distribution has worsened? Is the present level of poverty acceptable? How 
serious is the government’s intention to solve inherent poverty problems while 
actively promoting economic growth? This article addresses some of these 
issues. 

Before examining poverty issues and policy responses, this article first 
outlines the impressive growth of the economy of Thailand in the last three 
decades because of its major impact on poverty and income distribution. It 
then examines the trends in income distribution and poverty incidence; 
discusses the importance of land and land policies in relation to rural poverty; 
focuses on human resource factors affecting rural poverty, including employ- 
ment, migration, education and health; examines the effectiveness of agricul- 
tural and rural development policies and the role of non-governmental 
organizations (NGOs) in alleviating rural poverty; and finally, it summarizes 
the findings of the study and suggests policy implications. 

The economy of Thailand, before the launching of the First National 
Economic Development Plan in 1961, was growing at about 5 per cent per 
annum. However, it was a low-level growth with few structural changes. To 
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develop more rapidly, drastic measures had to be initiated quickly, which the 
government aimed to accomplish in the First National Economic Development 
Plan (1961-1966) when it started extensive infrastructure investment 
programs while promoting greater domestic and foreign private investment. 
The Plan called for agricultural diversification through extensive agricultural 
land expansion, which helped finance industrialization. The results were 
impressive. Over five years, the growth rate of GDP averaged 8.1 per cent per 
annum, which helped generate higher income as the proportion of individuals 
and households living in poverty declined rapidly toward the end of the First 
Plan. 

The Second Plan (1967-1971), to some extent, was a continuation of the 
First Plan. Public investment in infrastructure continued to be given priority. 
While the growth rate of GDP was slower during this period, it was still 
satisfactory at 7.8 per cent per annum. During the Third Plan (1972-1976), 
however, the economic situation becameimore complex. Many oil-importing 
countries, including Thailand, were suffering from the first oil shock. As a 
result, economic management became increasingly difficult, although the 
economy was experiencing a high rate of economic growth in 1978 and 1979. 

The performance of the economy from the First Plan to the first two 
years of the Sixth Plan (1986-1991) has been impressive. In spite of the 
costs of rapid economic development such as natural resource depletion, 
deforestation, soil erosion, environmental damage and pollution, the in- 
come and standard of living of households across regions have improved. 


Trends in Income Distribution and Poverty Incidence 


The study of the size distribution of income was made possible by 
statistical surveys of household income and expenditures conducted by the 
National Statistical Office (NSO) since 1962/63. A number of empirical 
studies using these surveys supported the presumption that income dis- 
tribution in Thailand has deteriorated since the early 1960s. This worsen- 
ing trend is illustrated by income shares and Gini coefficients presented in 
Tables 1 and 2.1 


1. For more details, see Pirom Chanthaworn, The Decomposition Analysis of the Source of Income 
Inequality in Thailand 1962/63 and 1968/69," (Master's thesis, University of New England, 1978; Medhi 
Krongkaew, The Distributive Impact of Government's Policies: An Assessment of the Situations in 
Thailand (Bangkok: Thammasat University, 1979); Somluckrat Wattanavithkul, "Income Distribution 
of Thailand” in Income Distribution by Sectors and Overtime in East and Southeast Asian Countries, ed. 
Harry T. Oshima and Toshiyuki Migoguchi (Quezon City, Philippines, 1978), pp. 259-289; Oey Meesook, 
Income Consumption and Poverty in Thailand, 1962/63 to 1975/76, Staff Working Paper, no. 364 
(Washington D.C.: World Bank 1979); Medhi Krongkaew and Pranee Tinakorn, "Poverty Conditions and 
Income Distribution in Thailand 1975/76 and 1980/81," Thammasat Economic Journal, vol. 3, no. 4 (1985), 
pp. 54—99 (in Thai); Suganya Hutaserini and Somchai Chitsuchon, "Thailand Income Distribution and 
Poverty Profile and Their Current Situation" (Paper read at the Thailand Development Research Institute 
Year End Conference, Pattaya, 17-18 December 1988). 
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Table 1: Income Shares by Quintile Groups: 


Quintile 


1 (lowest income group) 
2 

3 

4 

5 (top income group) 


Gini Coefficient 
(Money Income) 


Gini Coefficient 
(Adjusted income} 


1962/63-1971/73 


1962/63 


2.9 (—) 
6.2 (-) 
10.5 (-) 
20.9 (—) 
59.5 (-) 


0.5627 (—) 


0.4559 (0.414) 


1968/69 


3.4 (4.5) 
6.1 (5.5) 
10.4 (12.5) 
19.2 (20.5) 
60.9 (57.0) 


0.5550 (0.545) 


0.4822 (0.466) 


1971/73 


2.4 (2.5) 

5.1 (6.4) 

9.7 (10.4) 
18.4 (19.0) 
64.4 (61.0) 


0.6051 (0.576) 


0.5348 (0.499) 


Source: Figures in parentheses are from Somluckrat Wattanavithkul, "Income Distribution of 
Thailand”, in Income Distribution by Sectors and Overtime in East and Southeast Asian 
Countries, ed. Harry T. Oshima and Toshiyuki Migoguchi (Quezon City, Philippines, 
1978): figures not in parentheses are from Medhi Krongkaew, The Distributive Impact of 
Government's Policies: An Assessment of the Situations in Thailand (Bangkok: Tham- 


masat University, 1979). 


Table 2: Income Shares by Quintile Group: 
1975/76-1986 


Quintile 
1 (lowest income group) 
2 
3 
4 


5 (top income group) 
Gini Coefficient 


1975/76 


6.05 
9.73 
14.00 
20.96 
49.26 
0.426 


1981 


5.41 
9.10 
13.38 
20.64 
51.47 
0.453 


1986 


4.55 
7.87 
12.09 
19.86 
55.63 
0.500 


Source: Suganya Hutaserini and Somchai Chitsuchon, "Thailand Income Distribution and Pover- 
ty Profile and Their Current Situation" (Paper read at the Thailand SCIENS Re- 
search Institute Year End Conference, Pattaya, 17-18 December 1988). š 
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Poverty studies based on the basic needs approach began in the late 
1970s.2 Prior to this, poverty studies either did not estimate poverty 
incidence or made estimates which were not based on the basic needs 
approach.? Employing the concept of nutritional adequacy, one study found 
a reduction in poverty incidence from 31.7 per cent in 1975/76 to 23.9 per 
cent in 1981.4 A recent study on poverty incidence extended to 1986 the 
poverty lines used in the earlier study.? The results showed that poverty 
incidence declined from 30 per cent in 1975/76 to 23 per cent in 1981, but 
it increased to 29.5 per cent in 1986. The details by region are shown in 
Table 3. 


Table 3: Poverty Lines and Poverty Incidence: 
1975/76-1986 


1975/76 1981 1986 


Poverty Lines (Baht per capita per annum) 


Urban 2,961 5,151 5,834 
Rural 1,981 3,454 3,823 


Poverty Incidence (906) 


Bangkok 7.8 3.9 3.5 
Municipal Areas 12.5 7.5 5.9 
Sanitary Districts 14.8 13.5 18.6 
Villages 36.2 27.3 35.8 
Whole Kingdom `- 30.0 23.0 29.5 





Note: Applying the rural poverty line to sanitary districts. 


Source: | Suganya Hutaserini and Somchai Chitsuchon, "Thailand Income Distribution and Pover- 
ty Profile and Their Current Situation" (Paper read at the Thailand Development 
Research Institute Year End Conference, Pattaya, 17-18 December 1988). 


2. Meesook, op. cit.; and World Bank, Income Growth and Poverty Alleviation in Thailand: Results of 
Some Special Studies (Washington, D.C., 1980). 

3. Medhi Krongkaew and Chintana Chernsiri, "The Determination of Poverty Level in Thailand”, 
Thammasat University Journal, vol. 5 ( June-September 1975), pp. 48-68 (in Thai); and World Bank, 
Thailand: Toward a Development Strategy of Full Participation: A Basic Economic Report, Report No. 
2059-TH (Washington, D.C. 1978). 

4. Krongkaew and Tinakorn employed the concept of nutritional adequacy in Meesook, op. cit., and World 
Bank, Income Growth and Poverty Alleviation in Thailand. See Krongkaew and Tinakorn, op. cit. 

5. Hutaserini and Chitsuchon, op. cit. 
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The most recently available NSO socioeconomic survey was conducted 
in 1988 and is similar to previous surveys in 1981 and in 1986. Based ona 
stratified random sampling technique, it is designed to give unbiased 
regional and national estimates when appropriate weights are used. Defini- 
tions of households, the basic sampling unit, and other variables in this 
survey are consistent with those used in the 1981 and 1986 surveys. 
Therefore, a comparison of the trends for these three periods can be made 
without definitional bias.® 

These three socioeconomic surveys used similar terms and sampling 
technique. However, the macroeconomic situation represented in these 
surveys was not the same. The year 1985/86 was a trough year for the value 
of agricultural output when compared with crop years 1980/81 and 1987/88. 
Since the majority of the poor are agriculturalists and/or work in the 
agriculture sector, their income and welfare depend on the value of agricul- 
tural output. Therefore, it is more appropriate to compare the results of the 
1988 survey with that of 1981. 

Table 4 shows the shares of income received by five population groups, 
each consisting of 20 per cent of the population.’ The income share of the 


Table 4: Income Shares by Quintile Group and 
Gini Coefficient, 1981-1988 


Income Shares Income Shares Consumption Shares 
Quintile (1981) (1988) (1988) 
Lowest 20% 5.41 4.50 . 5.90 
Second 20% 9.10 8.09 9.23 
Third 20% 13.38 12.27 13.14 
Fourth 20% 20.64 20.26 20.16 
Top 20% 51.47 54.88 51.56 
(Highest top 10%) 85.44 37.76 34.73 
Gini Coefficient 0.453 0.479 0.433 


Source: National Statistical Office, 1988 Socioeconomic Survey (Bangkok, 1988); and Table 2. 


6. For details, see National Statistical Office, 1988 Socioeconomic Survey (Bangkok, 1988). 

7. The calculation was made by first ordering households according to per capita current income. From 
the household size, population was divided into successive quintile groups and their share of income was 
calculated. The income concept used was total current income consisting of money income and income- 
in-kind. ` 
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top quintile group in 1988 increased from the 1981 level, at the expense of 
the lower four income groups. The Gini coefficient also showed greater 
inequality as it increased from 0.453 in 1981 to 0.479 in 1988. The distribu- 
tion of consumption showed less inequality than that of income. However, 
no conclusion can be drawn regarding the trend of consumption shares 
since they are not available in past studies. 

The poverty lines originally computed by the World Bank are used in 
comparing poverty incidence with previous studies.? These poverty lines 
were based on nutritional adequacy criteria for 1976. With adjustment for 
the effect of price increases in the food and non-food consumption baskets, 
the poverty lines for 1988 were 4,076 baht ($157) per person per year for 
rural areas and 6,203 baht ($238) for urban areas. The poverty incidence 
based on the poverty line is shown in Table 5. The series 1988 (1) is 
compatible with series 1981 (1) and 1975/76 (1) calculated in one study for 
the following reasons.’ First, the poverty lines were based on the same 
consumption basket as in 1975/76, the only adjustment being for price 
increases. Second, the rural poverty line was applied to sanitary districts. 
However, researchers vary in their treatment of sanitary districts. For 
example, in one study, sanitary districts were considered urban and the 
urban poverty line to sanitary households was applied.!? Therefore, the last 
column in Table 5 also provides the poverty incidence of sanitary districts 
when considered as urban under the series 1988 (2). 

Although there was a significant reduction in poverty incidence be- 
tween 1975/76 and 1981, the reduction was rather small between 1988 and 
1981 (see Table 5). The poverty incidence decreased from about 30 per cent 
in 1975/76 to 23 per cent in 1981 and to 21.2 per cent in 1988. If these 
percentages are applied to the growing population, the estimated number 
of people living in poverty increased from about 10.9 million in 1981 to 11.6 
million in 1988 due to population growth. 

The rate of poverty incidence varies among regions and community 
type. The. Northeast has the highest poverty incidence and Bangkok has 
the lowest. There is high poverty incidence in villages in all regions. In 
rural areas, the poverty incidence for people living in villages in 1988 is 
26.3 per cent, representing about 10.4 million people. Although the poverty 
incidence in municipal and sanitary district areas is 6.1 per cent and 12.2 
per cent, respectively, the number of people living in poverty in these areas 
is about 1.2 million. This confirms the belief that severe poverty in 
Thailand is a rural phenomenon. It should be noted, however, that if 
sanitary districts are considered urban and urban poverty lines are ap- 


8. For further details, see Meesook, op. cit.; and World Bank, Worid Development Report 1990 
(Washington, D.C., 1990). 

9. Hutaserini and Chitsuchon, op. cit.. 

10. Justification for such a procedure was provided in Krongkaew and wakas, op. cit. 
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Table 5: Poverty Incidence in Thailand 








(Percentages) 
1981 (1)* 1988 (1)* 1988 (2)? 
North 21.50 19.95 22.26 
Municipal 8.03 10.53 10.53 
Sanitary 16.16 15.14 . 86.38 
Village 23.32 21.61 21.61 
Northeast 35.93 34.56 36.31 
Municipal 17.99 18.62 18.62 
Sanitary 20.81 18.60 41.84 
Village 37.93 36.71 96.77 
Central 13.55 12.91 14.78 
Municipal 11.74 7.78 7.73 
Sanitary 11.62 5.90 18.67 
Village 14.16 15.04 15.04 
South 20.37 19.43 20.51 
Municipal 15.20 10.81 10.81 
Sanitary 6.75 10.20 25.69 
Village 22.16 21.72 21.72 
Bangkok and Greater Areas 3.89 3.48 4.10 
City Core 3.70 2.66 2.66 
Surrounding Provinces ~ 6.58 9.56 
Whole Kingdom 23.04 21.18 22.82 
Municipal 7.51 6.11 6.11 
Sanitary 13.47 12.17 29.64 
Village 27.34 26.30 26.30 


a Rural poverty line is applied to sanitary districts. In 1981 the line was 3,454 baht per capita per 


annum and in 1988 it was 4,076 baht. 
b Urban poverty line is applied to sanitary districts. In 1981 the line was 5,151 baht and in 1988 
it was 6,203 baht. 


Sources: National Statistical Office, 1988 Socioeconomic Survey (Bangkok, 1988); and for 1981 
data, Suganya Hutaserini and Somchai Chitsuchon, "Thailand Income Distribution and 
Poverty Profile and Their Current Situation" (Paper read at the Thailand Development : 
Research Institute Year End Conference, Pattaya, 17-18 December 1988). 


plied, a higher poverty incidence (from 12.2 per cent to 29.6 per cent for 
1988) for sanitary districts would be obtained. | 
Moreover, since the poverty lines were based on the nutritional re- 
quirement and the consumption pattern of households in 1976, further 
adjustments are needed. As indicated earlier, the 1988 poverty lines were 
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based on the 1976 poverty lines with adjustment only for price increases. 
The time lapse of 12 years is long enough, requiring adjustments to allow 
for changes in the population structure, nutritional requirements and 
consumption patterns. When these adjustments are taken into account, 
higher but more realistic poverty lines—6,868 baht ($264) per person per 
year for rural areas and 10,382 baht ($399) for urban areas—are obtained. 
These figures are close to World Bank estimates of the lower ($275) and 
upper ($370) poverty lines. 

It should also be noted that the proportion of the food component in 
the new poverty line for rural areas was 4,082 baht, close to 4,076 baht of 
the unadjusted poverty line. The adjusted poverty line of rural areas then 
represents the upper limit of the poverty band, with the unadjusted poverty 
line as the lower limit. Those below the lower cut-off point should be the 
target for poverty alleviation since they are deprived of the most essential 
basic need items; i.e., their income is inadequate to obtain the adjusted 
basket of food deemed necessary in 1988. This observation, however, is not 
true for the urban population. 

The poverty incidence based on the adjusted poverty lines was higher 
as it encompassed a greater number of households and a larger share of 
the population. According to the adjusted poverty lines, about 48.8 per cent 
of the people were living in poverty in 1988. The poverty incidence of 55.7 
per cent in rural areas represented about 22 million people and the poverty 
incidence of 31 per cent in urban areas (both municipal and sanitary 
districts) represented about 4.8 million people. The Northeast had the 
highest poverty incidence at 67 per cent, compared with 14.7 per cent in 
Bangkok and the three surrounding provinces. | 

The poverty incidence data for other regions are shown in Table 6. The 
table also shows the relative income shortfall which measures the extent 
to which the poor household's average per capita income falls short of the 
poverty lines. This income gap for rural areas, under the unadjusted 
poverty lines, may be viewed as the extent to which the average rural per 
capita income falls short of the level required to obtain basic food. The 
income of poor rural households in all regions is about 30 per cent short of 
that level. 

Cross tabulation of these households according to different charac- 
teristics showed that a majority of them belong to the agriculturalist group 
(69.8 per cent), the laborer group (14.1 per cent) and the inactive group 
(11.1 per cent).!! Most (81 per cent) of the poor lived in villages and were 
engaged in agricultural production. The profiles of the rural poor showed 
them to depend on income-in-kind as a major source of household income. 
In general, the profiles of the rural poor living under the unadjusted and 


11. These figures correspond to the adjusted line case. 
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Table 6: Poverty Incidence and Income Gap, 1988 


Unadjusted Poverty Line" Adjusted Poverty Line” 
Region Poverty Incidence Income Gap* Poverty Incidence Income Gap* 
North 22.26 š: 49.88 7 
Urban 24.90 30.82 48.82 . 40.59 
Rural 21.61 31.71 50.14 37.01 
Northeast 36.31 » 67.10 "n 
Urban 33.03 31.48 53.26 44.72 
Rura 136.07 30.14 69.01 42.07 
Central 14.79 is 40.66 6 
Urban 14.08 26.87 41.18 33.41 
Rural 15.04 30.79 40.48 37.71 
South 20.51 E 48.65 x 
Urban 15.85 28.07 ; 34.90 37.17 
Rural 21.72 28.74 52.21 36.35 
Bangkok and 
Greater Areas 4.10 A 14.74 2d 
Urban 3.95 29.59 14.15 29.39 
Rural 5.21 11.55 18.84 28.35 
Whole Kingdom 22.82 > 48,79 i 
Urban 13.94 29.93 31.17 37.38 
Rural 26.30 30.23 55.69 39.17 


.. z not available. 


a The unadjusted lines are 6,203 baht per person per year in urban areas (municipal and sanitary) 
and 4,076 baht in rural areas (villages). 
b The adjusted lines are 10,382 baht in urban areas and 6,868 baht in rural areas. 


c Calculated as DP x 100 


where II = poverty lines 
Yp = average per capita income of poor households. 
Source: National Statistical Office, 1988 Socioeconomic Survey (Bangkok, 1988). 


that of the rural poor under the adjusted poverty lines were similar. The 
rural poor tended to have larger family size, had fewer income-earners in 
the family and the household heads had lower educational attainment than 
the non-poor. The majority of rural poor households lacked basic amenities 
such as proper toilet facilities, piped water and electricity. 
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These findings confirm what has generally been known. However, 
rural poverty needs to be addressed, considering the country’s high rate of 
economic growth in the past three decades. Several factors, including 
government policies, affect the economic position and welfare of the rural 
poor. 


Poverty and Land Resources 


One of the most important factors that can cause poverty in the rural 
economy is the ownership of land and the ways in which such land is put 
to use. As noted earlier, the increase in real household income in rural 
areas in Thailand in the 1960s was attributed largely to the increase in 
land areas for cultivation and to crop diversification. However, since the 
increase was not uniform in all regions, various levels of poverty and 
income inequality remained. First, if the majority of income is derived from 
land (or the use of land), then the structure of landownership would affect 
the distribution of farm benefits. In general, those who own land are better 
off than the landless or those who have no access to land. Second, the size 
of landholdings would also affect the distribution of benefits. Third, dif- 
ferent land tenure systems could create different land productivity, result- 
ing in variations in farm income and income distribution. 


Distribution of Landholdings. Inequality in income distribution 
occurs when a large proportion of income is held by a small group of people. 
But the concentration of income as a cause of income disparity is less 
important than the concentration of landholdings because, as a stock of 
wealth, landholdings create a constant flow of income. As shown in Table 
7, the concentration of landholdings is serious in the agricultural structure 
of Thailand. For example, in 1966 about 18.6 per cent of landowners owned 
only 2.6 per cent of the total area. These were small landowners whose 
holdings were less than 5.9 rai each.12 Large landowners (5.4 per cent of 
total landowners) owned over 60 rai of land each, and their land share was 
22.2 per cent of land area. In 1978, as the data indicate, the proportion of 
small farms declined in number and in area while that of large farms 
increased. The situation in 1983 improved somewhat for the smallest 
landholders, but the distribution of landholdings was still unequal, and 
this problem has worsened. 


Farm Size. Land is limited but population continues to grow with 


farm size declining over time. Crop production in a small farm can be 
inefficient, leading the landholder to abandon the land and farming without 


12. 10 rai = 1.6 hectares. 
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Table 7: Distribution of Landholdings: 
1966, 1978, 1983 


1966 1978 1983 
Per Cent Per Cent Per cent Per Cent Per Cent Per Cent 
Size of Holdings of of of of of of 
(Rai) Owners Area Owners Area Owners Area 
Less than 5.9 18.6 2.6 15.9 2.3 
6 — 14.9 29.4 13.0 27.4 11.4 
15 — 29.9 27.5 16.5 29.0 25.7 
30 — 44.9 13.1 21.6 11.5 16.3 
45 — 59.9 6.0 14.1 9.9 20.0 
Over 60 5.4 22.2 6.3 24.3 
Total 100.0 100.0 100.0 100.0 
Less than 5.9 14.7 2.6 
6— 9.9 12.3 4.2 
10 — 39.9 57.8 54.0 
Over 40 15.2 39.2 
Total 100.0 100.0 


Source: Data from the National Statistical Office as reported in Tongroj Onchan, et al., A Land 
Policy Study, Research Monograph, no. 3 (Bangkok: Thailand Development Research 
Institute, 1990). 


alternatives. In Thailand, however, the declining farm size has not yet 
posed a problem as the farm size has tended to increase slightly or remain 
the same during the last 25 years as land became available through forest 
clearing. Although farm size was unchanged throughout the last two 
decades, this could be misleading if interpreted as a proxy for the welfare 
of the rural people as farm size might hide the suffering of the landless and 
near-landless groups due to adverse changes in land distribution. 


Land Rights. There are several forms or documents that guarantee 
or substantiate land rights. The title deed is the highest form of legal 
document that shows the ownership or the user’s land right. Other land 
documents include certificates of land use which can be transferred and 
used as loan collateral, but the maximum period of legal protection and 
period of right for preemption are shorter than the title deed. Other 
documents do not give full legal rights to the land. They may affirm the 
right to use land but not the right to sell it. 

As of 1986, the Department of Lands managed to issue land title deeds 
for only 15 per cent of private land; therefore, many private land titles were 
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not properly documented. A recent study.has pointed out that this lack of 
landownership security has affected agricultural development.1? The prob- 
lem is more severe for poor small landholders because without legal docu- 
ments they cannot apply for loans from commercial or agricultural banks. 


Land Tenancy. In the early 1970s tenancy became a hotly debated 
issue because it was believed then that the increase in tenancy (and 
landlessness) would worsen income distribution as the tenant and landless 
farmers tended to cluster around the lower end of household income 
distribution. The increase (from 3.6 per cent to 11.9 per cent) in tenancy 
rate between 1963 and 1971 was rapid.!* From 1971 onward, however, the 
ratio (11-12 per cent) of rented land to total landholding seemed stable. 
The figure (12.7 per cent) for 1988 indicates that tenancy is becoming a 
serious problem. 

It is likely that the tenancy ratios for 1963 were too low. At any rate, 
the trend toward increased tenancy ratio over time for the country is 
evident until the end of the 1970s, particularly in the Center and the North 
regions. However, some researchers are skeptical about the seriousness of 
the tenancy problem.!? It has been argued that the period between 1963 
and 1971 has been characterized by the expansion of the cultivated area. 
The increase in the tenancy ratio may be due to the fact that the increase 
in land area under cultivation has been greater than the increase in farm 
population. This seems to be so in Thailand, where the area of holdings 
increased by 36 per cent and farm population increased by 11 per cent 
between 1963 and 1971. There was substantial increase in land per head 
of farm population in every region except in the Lower Central Plain and 
the South.!6 

Nevertheless, the absolute increase in the size of landholding cannot 
explain the growing income disparities in rural areas. In fact, the increase 
in the size of landholdings, together with the increase in the tenancy ratio, 
supports the assumption that the distribution of newly acquired land is 
unequal; a large number of small farmers may have acquired small pieces 
of land while a few large farmers or local influential people may possess 
large tracts of land and even rent them out to latecomers. Data describing 
the distribution of landownership by size class of income or wealth, includ- 
ing the extent of disparity in landownership or its change over time, are 
not available. 


13. G. Feder et al., Land Ownership, Farm Productivity and Land Policies in Rural Thailand 
(Washington, D.C.: World Bank, 1986). 

14. According to the official statistics of the Agricultural Statistics of Thailand. 

15. For example, see Trend Bertrand, Thailand: Case Study of Agricultural Input and Output piss 
Staff working Paper, no. 385 (Washington, D.C.: World Bank, 1980). 

16. Bertland, op. cit. 
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Landlessness. The term "landless" may refer to farmers who do not 
own land but rent land from others or are squatters on public land, or it 
may refer to those who have no land and do not rent any land but survive 
by getting employed in farm and non-farm sectors as rural laborers. The 
first category of the landless, who are essentially tenants, are of less 
concern than the second group, the landless laborers. However, since the 
use of landownership (i.e., no land versus some land) as a criterion to 
distinguish the landless from the others may overemphasize the picture of 
landlessness, rural population can be classified into the near-landless and 
small landowners. This is what the Agricultural Land Reform Office 
(ALRO) has done in its survey of landlessness since 1979. The landless are 
those without land; the near-landless are those owning land up to 5 rai; 
and the small landowners are those owning between 5-10 rai. The results 
of nine surveys conducted by ALRO in various regions from 1979 to 1986 
are summarized in Table 8. As expected, the results vary from region to 
region and from year to year in the same region. In at least three surveys 
conducted in the Central Region in 1979, 1982 and 1983, the proportion of 
the landless has increased from 11.98 to 13.03 to 14.08 per cent, respec- 
tively. Any conclusion drawn from this trend of increased landlessness in 
the Central Region, however, needs to be interpreted with caution as the 
surveys have not been conducted in the same sample areas. Insofar as there 
are certain similarities among these provinces in the same region 
(geographically and culturally), such a trend may provide some insights 
into landlessness in that region. | 

Two surveys in the Northeast in 1979 indicated the proportion of the 
landless at 7.2 and 11.3 per cent, which is high considering that tradition- 
ally most Northeastern farmers own some land. However, another survey 
in the Northeast in 1985 gave the proportion of the landless at 4.9 per cent 
which 1s probably more reasonable. The result of one survey in the South 
in 1986 showed the proportion of the landless at about 4.2 per cent. In the 
Upper North Region, the proportion of the landless was reported to be high 
at 13.4 per cent in 1981. As mentioned previously, the North is traditionally 
the region of small farm holdings; therefore, the likelihood of the rural 
population becoming landless has increased with population growth and 
limited land expansion. 

It may be concluded that the Central Region had the highest incidence 
. of landlessness, followed by the North, the Northeast and the South. 
However, it cannot be said that the surveys completely captured the picture 
of landlessness because the sample was small and the sampling technique 
was not standardized. Other surveys conducted by the Department of Land 
Development or by individual researchers have shown conflicting results.!? 


17. For example, see Somnuk Tabpun, "Landlessness in Thailand: Frontier of Knowledge", Research 
Rerort (Bangkok: Faculty of Economics, Thammasat University, June 1990, Mimeographed) (in Thai). 
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Table 8: Distribution of the Landless, Near Landless, Small Landowners 


and the Rest as Surveyed by the Agricultural Land 
Reform Office (ALRO) by Region, Various Years 


(Percentages) 
Near Small 
Landless Landless Land Owner Other 

Region/Year (O rai) (Up to 5 rai) (5-10 rai) (10 rai+) Total 
Center/1979* 11.98 3.19 3.86 80.97 100.0 
Lower Northeast/1979^ 11.32 3.00 4.25 8143 100.0 
Northeast/1979° 7.24 3.72 6.03 93.01 100.0 
Upper North/19812 13.48 31.37 27.51 27.64 100.0 
Center and a part 

of North/1982* 7.33 5.99 8.40 78.28 100.0 
Center/1983f 14.08 11.26 7.86 63.32 100.0 
Center/1982% 13.03 7.40 7.86 71.71 100.0 
Northeast/1985" 4.92 3.91 9.02 82.15 100.0 
South/1986! 4.19 9.05 9.83 76.93 100.0 


Covers Chaivat, Nakorn Nayok, Ayudhaya, Lopburi, Saraburi, Singburi, Supanburi and 
Angthong. 

Covers Nakorn Sawan, Pichit, Petchboon. 

Covers only Nakorn Ratchsima. 

Covers Chiang Rai, Chiang Mai, Nan, Prae, Mae Hong Sorn, Lampang, Lampoon, Payao. 
Covers Kampaengpetch, Tak, Phitsanulok, Sukhothai, Utaradit, Uthaithani. 

Covers Kanchanaburi, Nakon Pathom, Nontaburi, Pathumthani, Prachuab Kirikhan, Petchburi, 
Ratchburi. 

Covers Chantaburi, Chachoengsao, Cholburi, Trad, Prachinburi, Rayong, Samutprakarn, Samut 
Songkram, Samutsakorn. 

Covers Chaiyapum, Burirum, Roi-et, Sisaket, Surin, Ubon 

Covers Krabi, Choomporn, Nakorn Sithamarat, Songkhla, Phuket, Ranong, Surathani, 


Source: Reproduced from Somnuk Tabpun, "Landlessness in Thailand: Frontier of Knowledge" 


(Bangkok: Faculty of Economics, Thammasat University, June 1990, Mimeographed) (in 
Thai), based on various statistical documents of the Agrarian Land Reform Office. 


At any rate, the ALRO contends that landlessness in Thailand is not 
critical. The proportion of landlessness for the country is less than 10 per 
cent; the problem seems to lie in specific regions or locations. 


The reason for landlessness is perhaps more important than the 


extent or magnitude of landlessness. It has been argued that farmers 
become landless because of debt default, resulting from heavy indebted- 
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ness.1? The surveys by ALRO reveal that during the 1970s about 80—89 per 
cent of those who lost their land did so through land sale and transfer; only 
about 4 per cent lost their land through debt default. If a farmer sells his 
land and uses the money to start a business or a new occupation, then that 
land sale is a rational business decision. However, if the sale of land has 
been made without considering the possibility of a better alternative, then 
the decision is questionable. This seems to have worsened in the last few 
years when the price of rural land increased rapidly due to extensive land 
speculation. 

It is interesting to note that the majority of those in the samples who 
became landless in the last 5 to 10 years were landless even earlier. In fact, 
they have never owned land, and no land has been given to them through 
inheritance. A lack of effective land reform may lead landless workers and 
farmers to encroach into the forest reserves, thus causing land rights 
problems. It has been observed that in some regions such as the North and 
the Northeast, landlessness is a sufficient condition for poverty. 


Land Policy and Poverty. Given the above-mentioned problems, 
what have been the policy responses from the government? Two policy 
responses are worth mentioning: policies on land rights and land titling 
and policies on land reform. 

Documents for 13 million plots, covering 90 million rai of private land, 
have been issued by the Department of Lands as of 1986.19 About 53 million 
plots, covering about 30 per cent of private land, do not have legal docu- 
ments. In the public land domain, covering more than 200 million rai 
(mainly forest reserves), about 60 per cent remained under forest cover; 
about 40 per cent (80 million rai) had been turned into farmland mainly by 
squatters. 

There have been attempts to adapt policies in coping with the land 
rights problem. A land use and land rights policy proposed by the National 
Rural Development Committee in 1982 was approved by the cabinet. 
However, a National Land Policy, with a provision for a ceiling on landhold- 
ings, which was proposed by the National Land Allocation Committee in 
1982 was disapproved by the cabinet. In the same year, the Forestry 
Department launched a program giving the right to use certificates to those 
who were already utilizing the land in forest reserves. The program was 
aimed at deterring further encroachment into other forest reserves. 


18. This does not imply that losing land through debt default is necessarily and always a bad thing. It 
could be argued that this simply reflects a well-functioning land market: the use of land for precautionary 
purposes, given limited insurance and capital markets, However, itis questionable whether such perfectly 
rational behavior is prevalent in rural Thailand. 

19. Tongroj Onchan et al, A Land Policy Study, Research Monograph, no. 3 (Bangkok: Thailand 
Development Research Institute, 1990). 
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The outcome on land rights policy is uncertain. The Department of 
Lands has started its 20-year program of complete cadastral survey so that 
all title deeds can be issued. The general land policy, however, is affected 
by the forest policy which has become a political issue. On land rights and 
land titling policy, one study made the following recommendations:?? 


(G) Landownership should be provided to tillers of the land. 

Gi) In the case of privately owned lands, the government should 
continue to reduce tenancy through land reform and strengthen 
the enforcement of agricultural land rent control. 

Gui) The government should issue land-use permits to public lands 
that are distributed, and these will be transformed into land- 
ownership titles after 10-15 years. Only in special cases will a 
freehold or lease be granted for limited but renewable time 
period.?! 


There are two arguments for land reform. The first is that the owner- 
operator system of land tenure would bring about more efficient allocation 
of resources than the landlord-tenant system, and an optimum income 
distribution would ensue. The thrust of this argument is to change the 
landlord-tenant system to an owner-operator one. The second, and perhaps 
the more important, is to reduce the concentration of landholdings and help 
the landless or near-landless to acquire sufficient land to sustain their 
livelihood, thus reducing the incidence of poverty (the poor now have land) 
and income inequality (due to the concentration of landholdings). 

. A Land reform started in 1975 with the passage of the Agricultural Land 
Reform Act. Although the power of the Act was much reduced as a result 
of tough political bargaining before the passage of the bill, the Act still 
provided a powerful legal framework in which land reform- could be carried 
out. . 

In practice, however, ALRO, the agency established to implement land 
reform, was powerless in carrying out its duties effectively. First, no 
government since this Act was passed has ever been serious about enforcing 
one important condition of land reform, that is, the limitation of land- 
ownership to 50 rai per family for cultivation or 100 rai for cattle raising, 
or up to 1,000 rai for 15 years if the owner-operator can show that the 
holding is highly productive or is farmed by modern methods.?? Second, the 
majority of land under reform is state land; therefore, the scope of land 


20. Ibid., p. 74. 

21. It has been argued that more analysis is needed to indicate why these policies would be effective. 
Indeed, such analysis is available in various background studies in Onchan et al. op. cit. 

22. This does not necessarily imply that limitation of land ownership is the only way to carry out effective 
land reform or solve current land problems. Efficient land tax system could also be utilized. Howéver, the 
point is that this ownership limitation clause was put in the statute book without the government showing 
real intention or real capability of enforcing it. 
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reform is limited and does not address inequitable landholding. Third, the 
budget for land reform is very small, reflecting a lack of government 
commitment. Under these constraints, ALRO can merely conduct a survey 
of suitable land and declare them land-reform areas and carry out land 
purchase and reallocation within its resources. It would take ALRO 16 
years (from 1986) to reach land reform targets for state-owned land and 45 
years for private land.23 

The land reform policy implemented by ALRO had limited success in 
alleviating rural poverty. The number of beneficiaries:under the ALRO 
system is small. The budget for land reform can be increased or the target 
group can be expanded, but as long as the government lacks the political 
will to redress the present inequity, there can be no effective land reform 
policy.?4 


Poverty and Human Resources 


While landownership and tenure are factors affecting rural poverty, 
employment and human capital are also important. Those who are landless 
or lack access to land can escape poverty by being employed in the farm 
and/or in non-farm sectors. However, sufficient remuneration depends on 
the level of education and skill and health status of the worker. 


Employment Situations and Migration. In 1984 Thailand was 
estimated to have about 28 million employed persons. Of these, 61.9 per 
cent were employed in the agriculture sector, the largest sector; 11.2 per 
cent in the commerce sector; 11.1 per cent in the service sector; and 9.7 per 
cent in the manufacturing sector. This situation has not changed much in 
the last few years. For example, in 1986 the share of agricultural employ- 
ment in total employment was 63.7 per cent, declined to 59.8 per cent in 
1987 but increased to 60.4 per cent in 1988 and 61.9 per cent in 1989. Thus, 
employment is heavily concentrated in the agriculture sector. The majority 
of the poor are therefore found in this sector. When employment in the 
agriculture sector is inadequately compensated, either through low wages 
or returns, or insufficient working opportunities, many of these workers 
begin to find employment elsewhere. 

Migration or the movement of labor from one area to another, whether 
from rural to rural or rural to urban, has been an important feature of recent 
economic development in Thailand. Migration is often perceived as an 
economic way in which an individual or a household seeks to increase income 


23. Onchan et al., op. cit. 

24. The amendment of the Land Reform Áct in 1989 defined those who could benefit from land 
distribution to include not only farmers or children of farmers but also those who graduated from 
agricultural colleges or simply "poor" individuals whose income falls under a specified poverty line. 
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or improve livelihood. Apart from overseas migration which must be inter- 
preted separately, migration is of two types: seasonal and long-term. 

Seasonal migration fits in well with agriculture in Thailand. It 
provides an opportunity for farmers, mainly in the Northeast and the 
North, to use time between January and June, the usual slack season, to 
find farm and non-farm work in other rural or urban areas. In the North- 
east, the most active region for seasonal migration, migration may take the 
‘form of contract work to cut sugarcane in the western areas, to pick fruits 
in the eastern provinces, or to engage in construction or household services 
in the Central Region or in Bangkok. Each year about 80,000 workers from 
the Northeast move to the sugarcane areas and 100,000 workers to 
Bangkok.?? This rural-to-rural migration forms a substantial part of the 
seasonal movement, although it also appears that the seasonal inflow into 
Bangkok has increased rapidly in recent years. 

However, the census data on long-term migration (interprovince 
movement of population) during 1955-1960 and 1965-1970 indicate 
moderate cumulative migration rates of 3.6 and 6.6 per cent, respectively. 
This low figure represents an understatement of the movement because a 
large proportion of younger workers were involved in "circular migration’; 
whereby they moved back and forth several times within a few years. 
Moreover, data from the Labor Force Surveys also indicate that an overall 
five-year migration rate for 1965—1970 is 9 per cent, rather than 6 per cent 
as shown in the Census. The data also show that the 1973—1978 migration 
rate for the labor force resident in municipal areas (24 per cent) was more 
than triple that of the rural labor force (7 per cent).?9 This higher rate of 
urban labor force movement, along with increasing urbanization, explains 
the rising trend in the migration rate. 

Policy responses to employment and migration may be analyzed by 
examining the long-term policy that facilitates the transfer of labor from 
agriculture to the industrial sector (where wage is higher) and the short- 
term employment policy that helps rural labor temporarily. The long-term 
policy promotes rural industry; the short-term policy is related to several 
public works programs where rural labor can earn additional income from 
special, short-term employment. 


Rural Industry Policy. The rationale behind this policy is that if 
industrial activities could be generated in rural areas where most of the 
poor live, the necessary labor could be released from the farms to work in 
nearby factories without high relocation costs. Moreover, rural industries 
could attract investments which would help stimulate the local economy. 
The rural employment thus generated would not only improve the income 


95. World Bank, Growth and Employment in Rural Thailand (Washington, D.C., 1983). 
26. Ibid., p. 101. 
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condition of the rural people, including the rural poor, but would also nee 
achieve a balanced transformation of the economy. 

Despite the importance of rural industries, often discussed with small- 
scale industries, rural industries have never been accepted or adopted by 
economic planners. In the First Plan (1961-1966) and Second Plan (1967— 
1971), small-scale industries were considered important to economic 
development, but no definite policies were outlined. In the Third Plan 
(1972-1976), regional industrial development was mentioned as a counter- - 
measure to relieve industrial concentration in Bangkok and its vicinity. 
During the Fourth Plan (1977-1981), small-scale industries and provincial 
industrial location received particular attention. Credit, risk insurance, 
technical assistance, market arrangements and assessment of investment 
prospects to promote small-scale industries and greater investment incen- 
tives to promote provincial industrial location would be provided by the 
government. However, the economic difficulties related to the second oil 
shock in 1979 prevented the implementation of the Plan. | 

Under the Fifth Plan (1982-1988), the government offered additional 
incentives to labor-intensive, small-scale and provincial industries. How- 
ever, toward the end of the Fifth Plan, the interest of development planners 
in small-scale and rural industries was overshadowed by the interest in 
large-scale industries such as those contained in the Eastern Seaboard 
Project. In the Sixth Plan (1987-1991), the promotion of small-scale and 
rural industries was almost left out of the Plan. The success of exports in 
the first few years of the Plan has reoriented the government toward 
large-scale, capital-intensive industrialization. At present, rural in- 
dustrialization has lost public support. 


Public Works Programs. The Rural Job Creation Program (RJCP), 
a public policy program that has a large budget allocation, covers the entire 
country and affects the poor directly. It was conceived by the social wel- 
fare-oriented government in 1975 and had evolved into its present form in 
1980. 

Every year during the slack season (roughly from J anuary to May), 
many farmers in rural areas remain idle. These farmers cannot afford to 
stay idle while waiting for the new cropping season and have to find jobs 
elsewhere. The practice is to migrate to Bangkok and other city centers to 
look for employment. This migration is needlessly disruptive and can be 
avoided only if jobs can be created in rural areas. To address this problem, 
the RJCP was instituted. 

Under the RJCP, administrative units at the village and subdistrict 
levels agree on certain public works projects and submit them for examina- 
tion and approval. When the projects are approved, they receive budget 
allocations directly from the central government, bypassing normal 
bureaucratic channels. The process is quick and relatively efficient. Not 
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only do rural farmers have their own projects but also have participation 
in the planning, selection, execution, and maintenance of the projects. In 
addition to helping the poor, the RJCP enables village-level administrative 
bodies learn self-government. 

At the start of the program, water resources projects were encouraged 
as they satisfied an urgent requirement of the rural people. In the first two 
years of RJCP, the number of water resources projects exceeded 85,000. 
However, with time, water resources projects had become less important 
in terms of budget share as other projects such as roads, bridges, and silos 
gained prominence. But water resources projects still receive priority 
under RJCP as they directly affect the income and welfare of rural farmers. 
The large reduction in the number of water resources projects from 1980 
to 1989 is attributed to implementation changes. In earlier years, most 
projects (water resources and other public projects) were small, relying on 
labor-intensive construction techniques. In later years, projects became 
larger and involved the greater use of machinery in making projects more 
durable and long-lasting. This involved a trade-off on the number of rural 
people employed in the program. Increasingly, smaller numbers of rural 
workers were employed. In 1980 more than 3.7 million rural workers were 
engaged in RJCP; in 1989 about 415,000 workers were employed. 

The supplementary income (400 baht per worker) from the RJCP is 
helpful to poor farmers or farm workers. The point is whether the poor 
workers were more likely to be offered jobs in RJCP than the non-poor 
workers. It has been argued that the non-poor had a better chance to receive 
more pay from RJCP than the poor. If that is the case, then one of the 
objectives of RJCP to directly augment the regular income of the poor in 
rural areas might not be achieved. However, these completed infrastruc- 
tural projects enhance the quality and productivity of rural life which helps 
the poor and non-poor farmers alike. 


Education and Health 


The government can achieve the objectives of increasing human capi- 
tal and alleviating poverty at the same time in education and health. 
Education better equips a person with basic knowledge and skills to find 
employment and good health helps that person sustain employment, result- 
ing in increased income. These two policy areas are well covered, thus the 
educational attainment and health status of the people are relatively 
satisfactory in Thailand. 


Educational Policies. The Ministry of Education gives adequate 
attention to elementary education. The educational budget consistently 
receives a high share of the budget. The level of primary educational 
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attainment among children is comparable with other countries. The 
literacy rate is high (almost 90 per cent), attesting to the fact that almost 
everyone in Thailand is given the opportunity to attain primary education. 

Although primary education is readily available, in some cases, 
children of the poor, out of economic necessity, drop out of school to help 
their parents in the fields or in other income-generating activities. In other 
cases, frequent disruption to education due to the need to supplement 
family income reduces the quality of education. This becomes more serious 
when secondary education is considered. The proportion of children who 
enroll in secondary schools is among the lowest of countries at the same 
level of development. Although it cannot be said that poverty has kept most 
children out of secondary schools, poverty or poverty-related problems 
(such as the need to help earn a living) must have been contributing factors. 
This is best illustrated by comparing the percentages of age groups enrolled 
in different levels of education in various countries. 

In 1985 and 1986, based on percentage distribution, children enrolled 
in primary, secondary and tertiary education in five Southeast Asian 
countries, the Republic of Korea and Mexico, it may be concluded that 
primary education was not a problem in these countries as virtually all 
children of primary-school age received this level of education (see Table 
9). Secondary education in Thailand fares badly, as only 29 per cent of the 


Table 9: Distribution of Population in the Same Age Group 
Enrolled in Various Levels of Education 


(Percentages) 

f Primary Secondary Tertiary 
Country 1965 1986 1965 1986 1965 1986 
Thailand 78 99 14 29 2 20 
Indonesia 72 118 12 41 1 7 
Malaysia 90 101 28 54 2 6 
Philippines 113 ` 106 41 68 19 38 
Singapore 105 115 45 71 10 _ 
Korea, Rep. of 101 94 35 95 6 33 
Mexico 92 114 28 54 4 16 


Source: World Bank, World Development Report 1989 (Washington, D.C., 1989). 
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secondary school age group enrolled in 1986, compared with 41 per cent in 
Indonesia, 54 per cent in Malaysia, 68 per cent in the Philippines and 95 
per cent in the Republic of Korea. This low level of secondary school 
attainment has become a problem for Thailand as it needs a larger work 
force with intermediate level of education. In 1990 the Ministry of Educa- 
tion announced that it would extend compulsory education from 6 years to 
9 years gradually, depending on the readiness of existing schools. The poor 
cannot benefit fully from this policy unless the government implements 
full-cost support for everyone enrolled in public schools. 

Higher education in Thailand has out-performed most countries in the 
region. In 1986, for example, 20 per cent of the college age group enrolled 
in various higher education institutions, compared with 7 per cent in 
Indonesia and 6 per cent in Malaysia. The existence of two open univer- 
sities where all students with secondary level of education are admitted 
without competitive entrance examinations explains this high level. 
Moreover, most public higher education institutions in Thailand (except 
the two open universities) are subsidized, thus attracting a large number 
of applicants each year." More importantly, university education, par- 
ticularly in the "closed" system where competition is fierce, has become a 
minimum requirement for those who seek better employment or career 
advancement. Coupled with large subsidies, public university education 
exacerbates income disparities because the majority are from better-off 
families, whereas only a small proportion (less than 10 per cent) come from 
poor families. This is inequitable for the population because subsidies are 
from general funds. The Ministry of University Affairs is trying to correct 
the situation. 


Health Care for the Poor. Traditionally, public health care in 
Thailand is available to all, and the costs can be reduced or even free if the 
patient can prove inability to pay. Most health care services, however, are 
available in Bangkok. In general, health care, like basic education, is 
satisfactory in Thailand. 

To provide better health care services, particularly for the poor in 
rural areas, the Ministry of Public Health has adopted two health policies— 
Free Medical Services for the Poor Program (FMP Program) and Health 
Card Program—that directly affect the welfare of the poor. 

The FMP Program was established in 1975 during the heightened 
social welfare orientation between 1973 and 1976. Originally, the directors 
of public hospitals or clinics were authorized to consider who should receive 
assistance under this program. In 1981 the government amended this 
eligibility screening by specifying the minimum income level. Persons for 


27. Effective subsidy rates range from about 80 to 95 per cent of the cost of university education, 
depending on subjects of study. 
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free medical services would have an income of less than 1,500 baht per 
month (if single) cr 2,000 baht per month (if married). This income includes 
cash and non-cash or "in-kind" income, and a committee of village leaders 
screens and approves candidates. Free medical service cards are issued to 
those qualified. Each card, valid for three years, will have one or two places, 
usually local health stations or community hospitals, where the cardholder 
must first visit for medical treatment. Only in emergency cases can these 
be bypassed. This is to increase the utilization of the village health station, 
the basic health care unit. 

The Health Card Program is between a health insurance scheme and 
a club membership. This was started in 1983 as part of a primary health 
care system whereby special cards were sold to people in rural areas who 
sought special mother-and-child care, in addition to what they would have 
received in the public health system. This was extended in 1984 to cover 
ordinary medical treatment, in addition to mother-and-child care. The 
third phase, now in operation, was implemented in 1985. 

There are three types of so-called health cards. The Green Card costs 
300 baht and covers four family members and six episodes of illness. The 
ceiling of free medical benefits in each episode is not to exceed 2,000 baht 
per episode. Alternatively, a person can buy a Red Card just for himself, 
costing 200 baht and covering four episodes of illness. The original mother- 
and-child care card is available at 100 baht per card. All cards are valid for 
one year. To make use of the cards, especially the green and red cards, the 
cardholders must first consult persons at the village medical fund office or 
village health stations before being referred to larger health care units such 
as regional hospitals or general hospitals. This is to increase the utilization 
rate of village health stations. Benefits for cardholders, apart from free 
medical services up to 2,000 baht per episode, include the special channel 
at designated hospitals where the cardholders can receive treatments 
(so-called Green Channel), allowing faster and courteous services. The first 
benefit is construed as the benefit of health insurance, and the second , the 
benefit of a privileged club membership. 

The Health Card Program runs parallel to the FMP Program and 
ordinary medical treatments, making the system confusing. Who would buy 
health cards? What happens if a patient is already a holder of FMP card? 
Obviously, the benefit accrued to FMP cardholder would be the highest 
because the card is free. But then the services received would be slower or 
inferior to those given in the Health Card Program. The poor who have 
some money may decide to buy a health card rather than applying for a 
FMP card. What complicates things even further is that the Social Security 
System started covering firms with 20 or more workers in 1991. Since the 
Social Security System includes treatments of illness outside work, it is 
equivalent to a basic form of compulsory health insurance for wage and 
salary workers and opens another health care option to the people. 
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The poor are well taken care of medically if they manage to acquire 
the FMP cards or if they can afford to enroll in the Health Card Program. 
These two programs appear to conflict with each other in their operations. 
It has been suggested that the FMP Program be merged into the Health 
Card Program, with the government purchasing the health cards for the 
target group. This was rejected by the Minister of Public Health who saw 
the FMP Program as a political issue. The FMP Program is sensitive as 
there have been irregularities in the screening process at the village level. 
These conflicting health care systems will have to be streamlined to better 
serve the people. 


Other Issues Concerning Rural Poverty 


Rural and Agricultural Development Policies. National economic 
and social development policies help improve the economic welfare of the 
people, in general, and rural and agricultural development policies help 
alleviate poverty, in particular, as the majority of the poor are in rural 
areas and in the agriculture sector. About two thirds of the work force are 
engaged in agricultural activities in rural areas. Rural development and 
agricultural development policies are often intertwined. 

Agricultural policies traditionally come under the Ministry of Agricul- 
ture and Cooperatives. The Ministry has been helping farmers increase 
their production, mainly by providing them with water and seeds. Little is 
done in input support or marketing. The Department of Irrigation receives 
the largest share of the agricultural budget, but after several decades, only 
less than 20 per cent of cultivated areas are under the state irrigation 
systems, and the largest irrigation facilities are in the Central Plains 
where poverty incidence is lowest among all other regions. The government 
could do more by reallocating the limited budget to other non-irrigation 
activities such as studies on seed improvement, soil improvement techni- 
ques and fertilizer uses, or by increasing the share of agricultural alloca- 
tion in the budget. In the last 20 years, the share of agriculture in the 
budget has been about 8-10 per cent and it has declined slightly recently. 

Rural development policies which encompass agricultural develop- 
ment policies include subsidiary policies such as those pertaining to com- 
munity development, cooperative movement and self-government. Rural 
development policies have undergone several changes, from the top-down 
approach—reflecting customary patron-client relationship between the 
government and the rural people—to bottom-up, local-participation 
approach when the former was criticized as being ineffective. The present 
approach is balanced, with the government and the people sharing in the 
planning and implementation of projects. 
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The objective of rural development is to improve the economic and 
social livelihood of specific target groups, especially the poor in rural areas. 
Since 1981 rural development administration has been restructured to 
attain this objective. The National Rural Development Board (NRDB), 
under the prime minister, and with the assistance of six ministries which 
have been designated principal ministries in this new rural development 
policy,?? oversees the operation of executive boards at the provincial level 
which in turn control district boards and subdistrict boards. The local 
boards help each level of local administrators prepare development plans. ` 
From these development plans, the six ministries coordinate budget re- 
quest and execution. A unique, special relation exists between principal 
ministries in the center and grassroots organizations at the village level, 
in addition to bureaucratic networks of budget spending of ministries. In 
fiscal year 1990 the budget for rural development under this scheme 
amounted to 15,000 million baht, which is insignificant compared with the 
national budget of over 300,000 million baht. 


The Role of Non-Governmental Organizations (NGOs). The 
traditional thinking has been that the government must attend to the 
welfare of the people. The role of private, charitable organizations for social 
welfare promotion, though long-standing, was limited. In recent years, the 
role of NGOs in development has dramatically increased. There were 
almost 150 NGOs working on various development fields in Thailand as of 
1987.29 Most have fewer than 10 staff and remain unregistered with the 
government, with budgets, mostly from foreign sources, between 100,000 
and 1 million baht. 

The rapid increase in the number of NGOs has been brought 
about by the committed middle-class people who regard social development 
from the humanitarian viewpoint. NGOs are unrestrained by bureaucratic 
administration and are better able to experiment with new approaches 
than government agencies. NGOs conduct activities "aimed at helping the 
pocr and the needy to organize and work out their own methods of solving 
their problems, enhancing their own power, and boosting their own self- 
reliance” 3° 

NGOs are of two types. The first type is established and administered 
by professionals working as lecturers, government officials, lawyers, jour- 
nalists, and so forth. They are concentrated in Bangkok and focus on the 
founders’ area of expertise, such as primary health care, human rights, or 
work with children and youth. 


28. These six portfolios are: Interior, Agriculture and Cooperatives, Public Health, Education, Industry, 
and Commerce. 

29. Thai Volunteer Service, Directory of Non-Government Development Organizations in Thailand 
(Bangkok, 1987). 

30. Ibid. 
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The second type is founded, administered, and staffed by field workers 
with previous experience in larger organizations. They tend to work in 
specific rural communities. They are localized, with village leaders par- 
ticipating or providing consultation, promote village institutions, cooperate 
with villagers in developing education programs, and carry out other 
activities aimed at strengthening communities. 

As in most organizations, NGOs also encounter problems and 
obstacles. Their assistance and participation in solving economic problems 
are not guaranteed with success. Their lack of standing also makes it 
difficult to attract and keep highly skilled and experienced full-time staff. 
But in time, the role of NGOs in Thailand is certain to expand and become 
more important. 


Concluding Remarks 


This article has attempted to discuss poverty and income distribution 
in Thailand. In regard to the incidence of poverty, there has been steady 
progress with the proportion of people living in poverty declining from 57 
per cent in 1962/63 to 30 per cent in 1975/76 and 21 per cent in 1988. 
Economic development had brought about a lower proportion of people 
living in poverty, but income inequality increased. 

The use of a new poverty line in 1988 which considered changes in the 
population structure, nutritional requirements and consumption habits 
indicated a substantial increase in the number of people living under 
poverty. There was high concentration of rural population living above the 
old poverty line, and when this poverty line was adjusted upward, they fell 
under the new poverty line. 

Further analysis of the characteristics of the poor shows that the poor 
were likely to be farmers or farm laborers who owned little or no land, 
whose main income was of "in-kind" or non-farm category, who had larger 
families, whose family heads received little formal education and were 
more likely to live in any one place for a long period of time. These highlight 
two factors affecting rural poverty: land and human resources. Existing 
land policies are not conducive to helping the poor: the concentration of 
private landholding is extensive, the land rights and tenancy issues are 
confused and land reform is ineffectual. Employment generation through 
rural industrialization is insufficient, and public works programs, in their 
present forms, are not effective poverty alleviation measures as they once 
were. Education and health policy measures have been helpful although 
therei is Boone for improvement i in their implementation. 
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the last 25 years has brought about larger incomes and contributed toward 
poverty reduction. Other policies such as agricultural and rural develop- 
ment policies also contributed toward poverty reduction, but there have 
been other general and specific policies that have hindered rather than 
helped poverty alleviation despite the good intention of policymakers. 

Thailand, to a large extent, may have succeeded in alleviating rural 
poverty but not income inequality. However, taking into account the up- 
ward adjustment of the standard of living, there is poverty today as there 
was 20 years ago. The government is now in sound fiscal condition and it 
can afford to pay attention to the provision of minimum guarantees for the 
welfare of the people and to the problem of widening disparities in income 
distribution. Once the welfare of the poorest group receives government 
-help, poverty will not be a critical economic issue. In its place, however, 
income inequality needs to be addressed. This is a continuing issue every 
‘government in Thailand must face. 
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The Asian Development Bank is an international development finance 
institution owned by member governments. It was established in 1966 for 
the purpose of lending funds and providing technical assistance to develop- 
ing member countries in the Asian and Pacific region, and for promoting 
investment and fostering economic growth in the region. 


The Bank has 52 members—36 from the region and 16 from outside the 
region. The membership includes 33 developing countries and three 
developed countries from the region and 16 developed countries from 
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The Role of Public Enterprises in the 
National Economy 
David M. Newbery* 


ublic enterprises are state-owned production units that market 
their output and are thus directly involved in the market process, 
unlike the state provision of roads, defense, and law and order 
which are provided, not marketed. Their existence raises the fundamental 
question of why they are in the public sector, and more generally, where 
the boundaries between the public and private sector should be drawn. 
Until recently few development agencies raised such questions—it was 
taken for granted that the state had a central role to play in accelerating 
development in developing countries, even when there were concerns about 
the efficiency of the public sector.! The debt crisis prompted international 
agencies to look more carefully at public sector deficits, and they expressed 
concern at the extent to which public enterprises contributed to those 
deficits and increased public and foreign debt because of poor profitability.? 
The decade of the 1980s also saw the rise of conservative ideologies in 
the United States and the United Kingdom that pressed for tighter limits 
on the power and extent of the state. Under Mrs. Thatcher, the United 
Kingdom articulated and then implemented the most coherent program of 
privatization of public enterprises in the developed world. The collapse of 
communism in Eastern Europe and the former Soviet Union led to am- 
bitious political programs of rapid privatization to make permanent the 
change from the old communist soviet-type economic system to a market 
ecanomy with well-defined private property rights and private ownership 
of the means of production. State-ownership and central planning have had 
a poor press, and it is now necessary to think of cogent reasons for placing 
or keeping an enterprise in the public sector. 


* Director, Department of Applied Economics, University of Cambridge. The author gratefully 
acknowledges research support under a cooperative agreement between the Institute for Policy Reform 
(IPE) and the Agency for International Development (AID), Cooperative Agreement No. PDC-0095-A-00- 
1126-00. Views expressed in this article are those of the author and not necessarily those of IPR or AID 
or of the Asian Development Bank. 

1. World Bank, World Development Report 1983 (Washington, D.C.: World Bank, 1983). 

2. World Bank, World Development Report 1988 (Washington, D.C.: World Bank, 1988); and Asian 
Development Bank, Financing Public Sector Development Expenditure in Selected Countries: An Over- 
view (Manila, 1988) 
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The main task facing late industrializing countries is to induce inves- 
tors to acquire existing knowledge and know-how from frontier countries and 
then to finance the investment (in physical and human capital) to embody 
this knowledge. The main problem lies in convincing investors that such 
investments will be privately profitable and that they will enjoy secure title 
to the future profits. This requires a credible commitment by the government 
to the efficient future management of the economy, as well as support for 
such institutions as property rights, banks, predictable access to foreign 
markets at sensible exchange rates, and the like, all of which can be sum- 
marily described as efficient "future-oriented institutions’. These should 
reduce the avoidable risks of investment, and specifically the temptation to 
seize the fruits of that investment once the costs have been sunk and can no 
longer be recovered. If the state is sufficiently committed to the future and 
creates such institutions, then both public and private enterprises will 
perform efficiently; if not, then neither sector is likely to do well. The best 
case for investment in public enterprises is that it allows the government 
time to establish the credibility of its future orientation, which, once done, 
would allow the private sector to take on many of these tasks. But a 
government that sees the public sector as an alternative to private invest- 
ment is unlikely to see the need for adequate future reward for efficiency. 
The argument of this article is that the fundamental requirement for suc- 
cessful development is the creation of this future orientation, and the best 
test of the efficiency of public enterprises is the extent to which they are 
subjected to and support a commitment to this policy. ` 

This article first summarizes the evidence for public enterprises in 
Asia and recent theoretical developments which bear on the role of the 
state. It then points to the centrality of future-oriented institutions for 
successful development. Finally, it presents the argument that the fun- 
damental requirement for successful development is the creation of this 
future orientation. 


Evidence 


One measure of the importance of public sector enterprises (PSEs) is 
the assistance they receive from external agencies. In 1990, for example, 
98 per cent of the lending of the Asian Development Bank (ADB) was to 
governments or under government-guaranteed loans. Over the period from 
1968 to 1990, 48 per cent of the loans were to sectors in which public 
enterprises are important: energy (22.8 per cent), industry and non-fuel 
minerals (3.7 per cent), transport and communications (16.6 per cent), and 
water supply and urban development (8.8 per cent).? The performance of 
publie sector enterprises will therefore be a prime determinant of the 
success of project lending by the ADB. 


3. Asian Development Bank, Annual Report 1990 (Manila, 1990). 
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Figure 1 gives another measure of the importance of public sector 
enterprises. The figure shows the share of public enterprises in gross fixed 
capital formation for the late 1970s with the Asian countries identified by 
black squares.* Several features stand out from the figure. There appears 


Figure 1: Share of Public Enterprise in Gross Fixed 
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Sourzes: R.P. Short, "The Role of Public Enterprises: An International Statistical Comparison", in 
Public Enterprises in Mixed Economies: Some Macroeconomic Aspects, ed. R. Floyd, C. Gary 
and R.P. Short (Washington, D.C.: International Monetary Fund, 1984); and R. Summers and 
A. Heston, "A New Set of International Comparisons of Real Product and Prices for 130 
Countries, 1950-1985", The Review of Income and Wealth, series 34, no. 1 (1988). 


4. The data for Figures 1 to 5 are for the years closest to 1974-1977 and are from R.P. Short, "The Role 
of Public Enterprises: An International Statistical Comparison", in Public Enterprises in Mixed 
Economies: Some Macroeconomic Aspecis, ed. R. Floyd, C. Gary and R. Short (Washington, D.C.: 
International Monetary Fund, 1984). The level of development is measured along the X-axis by the real 
gross domestic product (GDP) per head as computed by Summers and Heston which corrects for local 
price distortions. See R. Summers and A. Heston, "A New Set of International Comparisons of Real 
Product and Prices for 130 Countries, 1950-1985", The Review of Income and Wealth, series 34, no. 1 
(1988). For 1985, Stern also gives this and other useful cross-country data. See N. Stern. "Public Policy 
and the Economics of Development", European Economic Review, vol. 35 (1991), pp. 241—271. 
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to be a negative correlation between public enterprise investment and level 
of real per capita income.? The Asian countries do not appear to be atypi- 
cally high by comparison with other developing countries, though the 
poorer Asian countries, like their poorer compatriots elsewhere, devote 
nearly one third of total investment to investment in public enterprises. 
Figure 2 shows the share of public enterprise in gross domestic 
product (GDP), and here there appears no correlation between level of 
development and the share of public enterprise in GDP, the average across 
all countries—developed and developing—being just under 10 per cent. If 


Figure 2: Share of Public Enterprise in 
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Sources: R.P. Short, “The Role of Public Enterprises: An International Statistical Comparison”, in Public Enterprises 
in Mixed Economies: Some Macroeconomic Aspects, ed. R, Floyd, C. Gary and R.P. Short (Washington, 
D.C.: International Monetary Fund, 1984); and R. Summers and A. Heston, “A New Set of International 
Comparisons of Real Product and Prices for 130 Countries, 1950-1985", The Review of Income and Wealth, 
series 34, no. 1 (1988). 


5. The best fit is linear, with predicted share y = 26.97 — 0.00132*RGDP, R? = 0.17; t-ratio for RGDP = 
—3.46. 
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anything, Asian countries appear below average. Figure 3 puts the infor- 
mation of Figures 1 and 2 together to compute the capital intensity of public 
sector enterprises, defined as the ratio of their share of gross fixed capital 
formation to their share of value added in GDP. This shows dramatically 
that the capital intensity of public enterprises is far higher (typically three 
times higher) than the economy as a whole. The observed slight negative 
correlation with level of development is readily explained by noting that 
public enterprises are concentrated in various sectors, pre-eminently in the 
capital-intensive sectors of power, telecommunications, transport (rail- 
ways especially) and heavy manufacturing (steel). As the other sectors are 
relatively less capital intensive and account for a larger share of GDP in 
less-developed countries, the negative correlation in Figure 1 is readily 
explained. 


Figure 3: Public Enterprise 
(Ratio of investment to output share) 
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A detailed study of the sectoral allocation of public enterprises sug- 
gests that developing countries are not so different from developed 
countries in the pattern of public ownership across sectors. There are good 
economic reasons to expect public ownership of enterprises in network 
industries such as post and telecommunications, rail, gas, electricity, and 
in other natural monopolies such as ports. Those countries in which these 
industries are not in the public sector typically regulate them tightly, and 
the evidence is accumulating that tightly regulated private enterprises in 
positions of natural monopoly behave similarly to public enterprises in the 
same industries.’ If developing countries, and the Asian countries in 
particular, are no different in the sectoral allocation and relative impor- 
tance of public enterprises in the market economy, we must then ask why 
development agencies and national governments are increasingly con- 
cerned about the performance of public enterprises, and why they are ready 
to contemplate the privatization of some of these enterprises. For those 
countries that give an appropriate sectoral breakdown, Figure 4 shows the 
share of value added accounted for by public enterprises in manufacturing 
industry. The case for public enterprises in the manufacturing sector is 
relatively weaker than in sectors where natural monopoly is important, 
and it is in manufacturing that one can most usefully debate the ap- 
propriate boundary between public and private ownership. Only Sri Lanka 
stands out as having an unusually high share, and even India’s share 
appears quite modest compared with the Republic of Korea or Portugal. 

The real reason for public concern about public enterprises is revealed 
in Figures 5 and 6, which give various measures of the impact of public 
enterprises on the public sector deficit. The overall deficit is defined as the 
difference between (1) current plus capital expenditure, and (ii) revenue 
plus receipts of non-government capital transfers. The standard Interna- 
tional Monetary Fund (IMF) definition of the public sector deficit conven- 
tionally includes government transfers, but these have been excluded in 
the interest of intercountry comparability as equivalent transfers can be 
made in the form of equity or subsidized loans, which would then not be 
counted. The data in Figure 5 refer to the mid-1970s (the period closest to 
1974-1977) and show that in almost every country public enterprises 
contributed to the public deficit, though if anything the contribution in 
developing countries was larger than in developed countries. Figure 6 looks 
at Asian public enterprises and compares the data from Figure 5 (shown 
as the filled square) with other data from ADB sources for roughly the same 
period (the filled triangles) and the early 1980s (the open squares). The 
ADB data refer to the difference between investment and saving in public 


6. Short, op. cit. 
7. J. Vickers and G. Yarrow, Privatization: An Economic Analysis (Cambridge, Mass.: The MIT Press, 
1988). 
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Figure 4: Share of Public Enterprise in Manufacturing 
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A. Heston, “A New Set of International Comparisons of Real Product and Prices for 130 
Countries, 1950-1985”, The Review of Income and Wealth, series 34, no. 1 (1988). 


sector enterprises, and although in all countries the public sector 
enterprises generated positive savings, these fell far short of their invest- 
ment requirements. 

One might argue that negative net saving reflected a high rate of 
investment, which, if the investment were earning a satisfactory return, 
would be a sign that national savings were being allocated efficiently. This 
argument is rather implausible, as negative net savings implies that the 
rate of profit is less than the rate of growth of the capital stock. To take a 
concrete example, the highest average annual rate of growth of electricity 
demand over the decade 1978—1988 of the major Asian countries was 10.8 
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Figure 5: Balances of Asian Public Enterprises 
(As percentage of GDP at market prices) 
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Public Enterprises in Mixed Economies: Some Macroeconomic Aspects, ed. R. Floyd, C. Gary 
and R.P. Short (Washington, D.C.: International Monetary Fund, 1984); and R. Summers and 
A. Heston, “A New Set of International Comparisons of Real Product and Prices for 130 
Countries, 1950-1985", The Review of Income and Wealth, series 34, no. 1 (1988). 


per cent (in Pakistan) with a typical figure of 8 per cent.? Most countries 
use a test discount rate of at least 10 per cent real, so if electricity 
investments were earning their test rate, they would be able to finance 
their investment out of saving. In fact, in many countries electricity genera- 
t1on runs at a loss. What, then, is the evidence on rates of return? Ideally, 
we need the real economic rate of return on the investment in the public 
enterprises, but at best we are lucky to find the value of gross profits at 
market prices divided by the depreciated value of assets, usually measured 


8. Asian Development Bank, Key Indicators of Developing Asian and Pacific Countries, vol. 22 (Manila, 
July 1991), Table 25, p. 34. 
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Figure 6: Overall Balances of Public Enterprises 
(As percentage of GDP at market prices) 
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at historic cost—which typically greatly underestimates the written-down 
replacement value of assets. For what they are worth, the Asian Develop- 
ment Bank gives selected figures for some of its members.? In Bangladesh, 
the 1984/85 gross profit on total assets (at historical cost) for 13 large public 
sector enterprises was 8.6 per cent, and ifthe monopoly petroleum company 
is excluded, the return falls to 6.2 per cent.1? 


9. Asian Development Bank, Financing Public Sector Dvelopment Expenditure of Selected Countries: An 
Overview (Manila, 1988), Table 17, p. 70. 

10. Abdul Ghafur and Omar H. Chowdhury, Financing Public Sector Development Expenditure in 
Selected. Countries—Bangladesh (Manila: Asian Development Bank, 1988), Table 3.4, p. 83. There is 
clearly an error in the table for BPC, whose assets are assumed to have been overstated by a factor of 
exactly 10. 
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For India the return on capital in manufacturing (excluding 
petroleum) is 5.5 per cent, with steel showing a negative return. State-level 
enterprises are systematically worse, and state electricity undertakings 
had a return on capital of less than 4 per cent, when the target was 15 per 
cent. More detailed evidence from four Southern Indian States indicate the 
poor performance of state-level enterprises: thus 19 out of 34 state 
enterprises in Kerala worked at below 50 per cent capacity between 1981 
and 1983, while 5 out of 7 in Tamil Nadu worked below 40 per cent 
utilization. Interest as a percentage of gross profit rose from 65 per cent in 
1976 to 138 per cent in 1986.1! 

In Indonesia the ratio of profits to assets fell from 4 per cent in 1979 
to 2.7 per cent in 1985 (though it is completely unclear how these numbers 
were calculated).!? The figures in the other countries look equally low, 
suggesting that the negative net savings of public sector enterprises 
derives from low rates of return rather than high rates of investment 
justified by high rates of return. The Asian Development Bank study 
argued that increases in public indebtedness since 1975 derived in large 
part from the failure of public enterprises to generate adequate profits to 
cover their investment demands.!? The diagnosis of the inefficiencies of 
public sector enterprises in turn suggested two types of remedy: privatiza- 
tion, or specified improvements in the performance of enterprises remain- 
ing in the public sector. 


A New Synthesis 


What is the role of the state in promoting development? Where do 
public enterprises fit into this role? These are clearly central questions, but 
they are hardly original. What has changed that makes it timely to reopen 
these questions? The answer is that economic theory proceeds on a wide 
front, and progress elsewhere can shed new light on old problems and 
questions. I would single out recent developments in four areas that bear 
on these questions and which can be brought together to suggest a new and 
fruitful synthesis. 

The first of these 1s already a synthesis of the lessons of history and 
development experience. Morris and Adelman provide a succinct summary 
of the theories and theses of those trying to account for the dynamics of 
long-run structural change and then subject these theories to quantitative 


11. G. Prasad and K.B. Rao, Financial Management and Public Sector Enterprises (1989). 

12. See M. Hadi Soesastro, D.S. Stmandjuntak and P.R. Silalahi, Financing Public Sector Development 
Expenditure in Selected Countrizs—dndonesia (Manila: Asian Development Bank, 1988), p. 81. 

13. Asian Development Bank, op. cit.; and Kedar N. Kohli, "Financing Public Sector Development 
Expenditure: The Asian Experience", Asian Development Review, vol. 5, no. 2 (1987). 
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testing on a rich mass of historical data.14 Any theory of development can 
now be more readily confronted with the historical evidence and made to 
compete with rival explanations. In particular, theories that argue for a 
greater or lesser role for public enterprises should do so on the basis of 
arguments that can be confronted with this evidence. 

The second strand provides the underpinning for discussions about 
the potential of privatization, and the economic elements of a theory of 
institutions. In the simple textbook world of complete markets, institutions 
are unimportant, for agents can buy or hire all inputs needed to produce 
any output, and can sell that output at the same time they pay for the 
inputs. This is clearly unrealistic, as markets for future sale are almost 
entirely missing, and alternative institutions substitute for these missing 
markets. For similar reasons, ownership and control are frequently 
separated, and information is incomplete and asymmetrically held, raising 
problems of agency. In such circumstances, which are the rule rather than 
the exception, markets no longer behave in the textbook neoclassical 
manner. If markets do not perform as required, alternative institutions are 
required and may emerge, such as firms, banks, insurance companies, 
mortgages, debt and equity capital. These are in turn based on contracts 
(either explicit or implicit) that provide incentives for performance and 
attempt to reduce the inefficiencies arising from asymmetric information. 
This branch of economics is better placed to ask what is required, if 
resources are to be assembled from diverse owners and allocated to derive 
the benefits of concentrated control, and can then compare the efficacy of 
alternative institutional solutions to that problem, in particular, private 
capitalism, whether or not regulated, and state ownership. 

The third and most recent development to grip economics is the 
attempt to understand and advise on the massive systemic changes under 
way in the formerly socialist countries of Eastern Europe and the Soviet 
Union. Here was one of the largest and most fascinating experiments in 
institutional change being carried out on the doorstep of European 
economists and policymakers. Suddenly, the detailed knowledge and even 
the number of area specialists working on these economies were inadequate 
to the task, and economists from widely different backgrounds started to 
ask the central question: how should such economies be organized? how 
should they transform themselves from their present system and structure 
to the new ideal? The new political groupings in these countries associated 
with the political revolution are convinced that state ownership and control 
have signally failed and must be replaced by a market economy. They must 
therefore face the central questions of where to redraw the boundaries of 
the state, and what role public enterprise is to play in the reformed 
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economy. We in turn need to ask how much of the motive for extensive 
privatization is the political desire to entrench and make irreversible the 
recent political changes, and how much is a well-based economic argument 
for increased efficiency, though the questions cannot be entirely separated. 

Finally, economists are becoming increasingly aware that economic 
policy is not a simple outside force acting exogenously on the economic 
system, but is in large measure endogenous, and therefore needs to be 
explained and understood as part of the wider process of change and 
development. To take a local example, why are both public and private 
enterprises in the Republic of Korea so much more efficient than in India? 
The recent debate on the role of the state in Britain and the United States 
appears to have been won by those arguing for less intervention, though 
European bureaucrats in Brussels and Paris have not been completely 
persuaded. There is widespread agreement among development profes- 
sionals that state intervention in Latin America and Africa has been a 
disaster and should be reversed. Yet the successful Asian economies of 
Japan; Republic of Korea; and Taipei, China appear to provide counter- 
examples where state intervention was apparently successful in speeding 
development. Why?!* 

Rodrik, surveying recent developments in political economy, argues 
that the important question is not about the extent of state intervention, but 
its quality.19 He argues that state intervention works quite differently in two 
different kinds of state, where he draws the key distinction between what he 
calls "autonomous" and "subordinate" states (roughly corresponding to 
Myrdal’s distinction between "hard" and "soft" states,!’ and to the political 
scientists’ distinction between "strong" and "weak" states). An autonomous 
state is one that can precommit its future actions, and thus acts as a 
Stackelberg leader vis-à-vis the private sector in choosing policy, whereas a 
subordinate state cannot precommit, and hence must act as a follower 
vis-à-vis the private sector. He shows that, compared with autonomous 
states, state intervention in subordinate states systematically underprovides 
economically desirable interventions and systematically overprovides politi- 
cally motivated and economically harmful interventions. 

This last strand of enquiry takes us right back to the first, for some 
of the most illuminating theories of long-term development stress the 
importance of market-induced changes in factor prices, notably of land, 
labor and capital, which in turn precipitated changes in the distribution of 
income and power. Changes in the power base lead in turn to changes in 
institutions. Where foreign capital concentrated on extractive and planta- 
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tion-based export-oriented industries and formed alliances with the landed 
elite, wages were depressed, income was unequally distributed and there 
was little demand for domestic manufacture, and hence little political 
demand for institutional changes that would favor industrialization. Con- 
versely, where technical opportunities favored wheat growing on large 
family farms for domestic consumption, a dispersed surplus could be ac- 
cumulated to finance the production of local manufactures, and the more 
egalitarian income distribution favored its demand. In turn, emerging 
industrialists were better placed to press for mass education, and the social 
and physical infrastructure and legal institutions which would further 
encourage domestic industrialization. 

A consensus is emerging that resources, technology and comparative 
advantage by themselves are insufficient to account for the divergence of 
development experience over the past century or so, and that institutions 
determined both the speed and pattern of development.!? If so, and if the 
development of institutions 1s influenced by economic factors, then the 
problem of policymaking becomes far more subtle and complex. What 
choices are actually available, and how those choices will cireumscribe and 
affect future policy choices, may be more important questions to answer 
than the immediate short-run effects of the policies themselves. 

The remainder of this article will draw on these insights to explore 
the role of the state in economic development, both in creating the right 
institutions to support efficient private investment, and where necessary, 
public investment. The aim is to go beyond the World Bank's recommenda- 
tions to "get the prices right", “adopt market friendly policies", "pursue 
outward oriented trade policies" and to show how these are aspects of the 
more fundamental need to create future-oriented institutions to compen- 
sate for the critical missing market for future output. The success with 
which this need is filled will determine the efficiency of both the public and 
the private sector, as well as the appropriate place to locate the boundary 
between the sectors. To the extent that it affects the efficiency of the whole 
economy, not just the public sector, it places the role of public enterprises 
in a more satisfactory framework for analysis. 


The Importance of Future-Oriented Institutions 


The development task facing countries in the closing decade of the 
twentieth century is quite different from that facing the now developed 
countries in the nineteenth century. To oversimplify, the first wave of 
development required the invention or discovery of better techniques and 
institutions, while latecomers need only copy and adapt technologies and 
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institutions that work. Once that is done, the rates of return to capital, 
skilled labor, and educated managers ought to be high, and substantially 
above their supply price in developing countries. If rates of profit are high, 
rates of saving and investment and hence growth ought also to be high, and 
the process of catching up ought to be rapid. In some countries, notably but 
not only the Asian "tigers", this is what we see, but elsewhere the growth 
process appears stalled, or hardly to have started. 

Most modern productive activities require infrastructure: communica- 
tions, power, water and other services, and transport facilities. Most of 
these are capital-intensive, network industries that are natural monopo- 
lies, and there is little disagreement that the state will need to be actively 
involved in their provision. The evidence presented above shows that is 
what is observed in practice. Although countries vary considerably in the 
efficiency with which they supply these infrastructural services, it would 
be hard to attribute development success or failure to infrastructural 
adequacy alone. Instead, it seems more useful to look at institutions which 
support an efficient intertemporal allocation of resources. 

The process of transferring and applying best practice techniques to low 
factor cost environments requires hazarding current resources for uncertain 
future gains. Some of these uncertainties are unavoidable, but many of them 
depend on the institutional environment. An ideal environment is one in 
which agents will be certain that if they are successful, they will be able to 
exercise secure ownership rights over the returns. They will be protected 
from theft, arbitrary impost and excessive taxation. Further, future prices 
and demand levels should not be made more uncertain by government 
policies. Monetary, fiscal, trade and exchange rate policies all have the 
capacity to undermine, as well as underwrite contractual arrangements, and 
to reinforce or render invalid predictions about competitiveness, comparative 
advantage and product demand. 

The institutional environment will affect different activities to dif- 
ferent extents. Where the activity is small scale, so that the investment can 
be financed out of the surplus of a family of modest means, and where the 
demand is relatively insensitive to macro shocks, and the production period 
short, then risks are low. Most food crops fit this description well. At the 
other extreme, some branches of modern industry require large-scale in- 
vestment, lengthy and specialized training of managers and workers, and 
ready access to foreign markets on competitive terms for inputs and the 
sale of some fraction of the output. Consider what institutions are required 
to make this viable in a private market economy. In the absence of massed 
private wealth sufficient to finance the investment, it will be necessary to 
borrow. Lenders will need to be reassured that they will receive an ade- 
quate return, and for that they need reassurance on several counts. First, 
that there is sufficient identity of purpose between the borrower and lender 
in pursuing future profit, and second, that the lender can exercise legal 
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title to his claim on that future profit. Immediately we can see the need for 
a whole range of laws and institutions required to make this feasible, from 
capital markets, to accounting and regulatory standards, laws on contract 
and property rights, currency convertibility (critical for foreign borrowing), 
and an impartial judicial system to enforce these contracts and laws. The 
creation of the required financial institutions and the clarification of 
property rights are arguably the most urgent reforms required in the 
formerly socialist countries at present. 

If access to the necessary financial resources is assured, the next step 
is to find a suitably skilled work force. Here the evidence is accumulating 
that the general level of a country’s education (particularly in an undis- 
torted policy environment) is a major determinant of a country’s economic 
growth rate.!? But how are suitable people induced to invest in their own 
education and training? Even if the state provides a good education system, 
people will still need to acquire the necessary specialized skills. If there is 
a wide range of firms with well-defined needs, and if suitably educated 
candidates are rich enough and confident enough in the future, then it may 
be possible to leave supply to market forces, and for the firm to advertise 
tempting salaries for suitable skills. Otherwise, the firm itself may have to 
undertake the investment in human capital, and the attractiveness of this 
investment will depend on the extent to which the trained workers are 
willing to continue to work in the firm for a wage lower than their marginal 
product (as they effectively pay back the investment costs incurred by the 
firma), rather than moving for higher pay in other firms. 

Finally, unless the technology is standardized, it may be necessary to 
licence processes and involve foreign firms directly in technology transfer. 
Again, this is best done if those foreign firms continue to have an interest 
in the future performance of the firm, and that requires confidence on their 
part in the future viability of enterprise in the economy. Outward-oriented 
trade strategies in part succeed because they underwrite such confidence, 
as well as ensuring access to inputs of adequate quality (which requires the 
freedom to import duty-free) and providing assurance that future remit- 
tances will be permitted. 

Note that almost all these critical requirements involve intertemporal 
transactions—whether it 1s investment, borrowing, training, or licensing 
agreements. If thereis one area in which the standard neoclassical economics 
model is most misleading, it lies in assuming that all relevant markets exist. 
In the present context, this would require markets for future outputs, and 
for almost all goods, these simply do not exist. In that sense, the development 
problem hinges on market failures, or more precisely, the absence of certain 
markets. Markets are, however, only one form of economic institution, and 
other institutions may emerge or be created to deal with their failures. Given 
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the centrality of intertemporal transactions to development, it should come 
as no surprise that institutions are so central to successful development, and 
one should note how unhelpful it is to claim that the key policy issue is to get 
markets working well and to "get the prices right”. 

As already noted, different industries rely to differing degrees on a 
satisfactory resolution of the intertemporal resource allocation problem. 
With annual agricultural crops and small-scale craft industries, traditional 
institutions may suffice, but for mass-produced capital-intensive manufac- 
turing, modern future-oriented institutions are required. There are many 
countries which have cheap factors, but few with adequate institutional 
support for long-term private investment, that is, with suitable future- 
oriented institutions. Competition between those many with cheap factors 
will drive the return down close to the supply price, while the scarcity of 
suitable future-oriented institutions should lead to high returns. Simple 
comparative advantage suggests that the successful countries will be those 
which combine cheap factors with good future-oriented institutions. 

We can now look at the historical record to test this hypothesis and to 
see what constitute good future-oriented institutions. What distinguishes 
successful from unsuccessful industrializing economies (for it is industrial 
development which most requires satisfactory institutions to support in- 
tertemporal transfers)? Why has the Republic of Korea been so successful 
while Argentina, once one of the richest countries in the world, has been 
so unsuccessful? 


The Korean Example. Amsden provides a convincing account of the 
Republic of Korea’s success.^? The emergence of a strong Korean state in 
the late 1960s from a previously weak condition resulted partly from the 
dissolution of the landowning aristocracy upon land reform and partly from 
the weak position of local capitalists. Rodrik cites survey data from Jones 
and Sakong to show that under Park, some 78 per cent of a group of 
businessmen felt that, once the government made a decision, it was always 
implemented, and it was impossible to avoid complying, whereas only 3 per 
cent felt the same was true under Rhee.*! The Korean state under Park 
therefore fits well the model of an autonomous state. 

The implementing agents in the process of late industrialization in 
the Republic of Korea were the closely held, privately owned chaebols (large 
business groups), who had accumulated resources in an apparently random 
and arbitrary way by gross corruption and massive aid transfers in the 
1950s. Under Park, this past could be held against them, and they were 
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compelled to invest at home in export-oriented industries, rather than 
speculating and transferring their wealth abroad. Their own capital was 
insufficient, and they were lent substantial sums, usually at subsidized 
interest rates, so long as they were successful in exporting. The government 
committed itselfto providing the necessary support and rewards to validate 
this outward-oriented strategy, by exempting imports required for export 
prcduction from tariffs, while allowing firms which were successful in 
exporting to sell in the protected domestic market and earn high profits. 
These government incentives had the following advantages: low interest 
rates commit the government to sensible future policies, as it does not 
expect to reap the main benefit from the return to lending, but in increased 
output, employment and hence the ability to service external debts. Protec- 
tion for domestic sales plus duty drawbacks for the export market make 
exporting and production at large scale under decreasing costs less risky. 
Establishing the criterion of success on export performance provides an 
objective and non-manipulable test of competitiveness, whereas domestic 
sales would have depended not only on the success and efficiency of the 
firm but also on macroeconomic conditions and the level of domestic com- 
petition, both open to manipulation by one party or the other. 

Another aspect of the policy was that the chaebols rapidly became 
large and market dominant. As such they could internalize the learning 
externalities involved in technology transfer, but their market power was 
best dealt with by exposing them to competition on foreign markets, as well 
as tight control via price controls over the exercise of undesirable market 
power at home (though making high profits itself was not deemed anti-com- 
petitive but was sanctioned as a way of rewarding success and allocating 
funds for further expansion). The Korean planning ideology was one of 
reaping economies of scale while preventing abuse of monopoly power and 
limiting entry to avoid the dissipation of profits needed for further invest- 
ment and expansion. For this to succeed, the state has to be very powerful 
compared with individual enterprises, though no doubt the approach as a 
whole was supported by enterprises as a whole as they enjoyed high profits 
in exchange for restraint over monopoly power. It is noticeable that the 
government, following the example of Japan, aimed for at least duopoly 
competition in key sectors in the domestic market, and even in some 
international markets. 

The main comparative advantage of these large, diversified, highly 
levered export-oriented industries appears to lie in their ability to seek out 
appropriate foreign technology and to manage its transfer. This required 
the primacy of engineers as managers supported by skilled workers, rather 
than financiers who prosper in more speculative environments. Preferen- 
tial access to subsidized credit allowed the chaebols to absorb or take over 
smaller firms, and thereby to give them access to these technically skilled 
managerial resources. It would be interesting to see if the rates of profit of 
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small firms which were taken over increased as a result—in mature 
economies mergers on average have no pronounced effect on productivity. 
Whether they increased would provide a test of whether the Korean ex- 
ample provides a good model for the diffusion of the critically scarce factor 
of managerial/technological expertise. It is, however, important to read the 
lesson correctly. Many countries, most notably the soviet-type economies 
of Eastern Europe, have been attracted to the model of the large capital- 
intensive enterprise which reaps economies of scale, and in most cases 
these enterprises have been a disaster—Eastern Europe is littered with the 
emaciated relics of these industrial dinosaurs. The Republic of Korea and 
Taipei, China have allowed large diversified enterprises to emerge as a 
result of competitive success in foreign markets and have devised a system 
of finance which allows them to remain tightly held, thereby avoiding the 
problems of the separation of ownership from management, a characteristic 
of both state-owned and widely held private enterprises. 


The Indian Example. It is interesting and striking to contrast 
Indian industrial policy with that in the Republic of Korea. At the risk of 
massive oversimplification, the Indian planning ideology was one of self- 
reliance, and hence inward looking, coupled with a balancing of diverse 
interest groups and, to that extent, emphasized equity rather than efficien- 
cy. One of the more salutary lessons of economics is that most efficiency 
gains are smaller than the redistributive transfers which frequently accom- 
pany them. This claim is the counterpart to the necessary condition for 
efficient taxation: that the deadweight losses are small compared with the 
revenue transferred to the state. In a society with diverse interest groups, 
each with some power to veto, governments will find it peculiarly difficult 
to demonstrate commitment to durable policies or institutions, since these 
will almost inevitably lead in some cases to disadvantageous outcomes for 
one or other group. In India the memory of the nineteenth century impact 
of British textiles on the domestic textile industry seems to linger long. 

Lall documents the extent to which trade and industrial policies have 
operated rigorously to protect domestic firms from the pressures of inter- 
national competition and the opportunities for technological transfer.?? 
The Monopoly and Restrictive Trade Practices Act of 1963 limited the 
ability of firms to expand in that when firms reach a given market share 
they are denied access to licences to invest and import. The effect is the 
opposite of a Darwinian policy of selecting for efficiency more characteristic 
of the Republic of Korea. Labor legislation, and the absence of external 
competition, meant that wages relative to productivity were high and labor 
inefficiently used. Sheltering firms from access to foreign technology and 
restricting imports meant that technological development was con- 
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centrated on improving the ability of firms to adapt to inferior and poor 
quality raw materials and supplied inputs. To that extent, scarce technical 
skills were misallocated, and industry remained uncompetitive on world 
markets. This is particularly evident in the steel industry, which has had 
to adapt to inferior domestic coal and iron ore. 


The Eastern European Example. To examine a pathological ver- 
sion of the problem of the management and control of public enterprises, 
we need look no further than the soviet-type economies of Eastern Europe. 
The soviet system of planning and central control (and it is important to 
remember that these economies can only be understood as an integrated 
system of resource allocation) made little use of the signalling and informa- 
tion-carrying potential of the price system—partly because the systemic 
need to control the investible surplus resulted in grossly distorted prices. 
Enterprises are large and restricted to a single sector to mesh with the 
system of ministry-based planning and to secure supposed economies of 
scale, but probably mostly because producers, attracted as ever to monopo- 
ly positions, have been able to capture the regulatory apparatus of the state 
and prevent competition.?? The result is that the government is reduced to 
a subordinate role, for it lacks reliable independent measures of perfor- 
mance (price signals are misleading, and there are few if any other 
enterprises in the same line with which to make comparisons). The absence 
of abjective, non-manipulable performance standards, and the fact that the 
state (in the form of the controlling ministry) is locked in a bilateral 
bargaining relationship with the enterprise, makes it hard for the state to 
commit to future actions, for both parties know that when the future 
arrives, the bargain can (and will) be renegotiated. The enterprise knows 
that it will not be allowed to fail, and that there are always reasons for poor 
performance, perhaps because of poor performance elsewhere in the in- 
flexible and autarkic economy. Enterprises cannot be bankrupted and are 
assured finance for investment and hence face "soft budget constraints" .?4 
Given all this, the state cannot afford to devolve much discretion to the 
enterprise, for there would be few sanctions for improper behavior. The 
result is that profits are subject to punitive taxation (often levied retrospec- 
tively), investment is financed by transfers or loans from the monobank, 
and wages (and hence consumption) must also be tightly controlled. Incen- 
tives for efficiency are therefore weak. 

The soviet-type economy found institutional solutions to many of the 
missing markets which hamper future-oriented decision making: they were 
efficient at extracting an investible surplus, they found a method of allocating 
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savings to enterprises to invest, they educated the labor force and invested 
heavily in the infrastructure of power and transport (especially its 
nineteenth century manifestation, the railway). But they lacked the key 
ingredient of appropriately rewarding successful investment, as they lacked 
objective criteria for success and the ability to commit to rewards and 
punishments. If there had been many competitors, it might have been 
possible to lay down impartial criteria and accept the consequences of failure 
and success, but with small numbers of critical enterprises, this was not 
credible. The paradox of the soviet system of planning is that in concentrating 
on capturing the current surplus, it neglected to support the future-oriented 
actions which were a large part of the justification for central coordinated 
planning. The supposedly all-powerful centralized state was in effect weak, 
soft, or subordinate. It would be harder to find a more striking example of _ 
the self-defeating nature of this kind of state intervention to improve 
economic performance. 


Policy Credibility and Commitment. The argument so far is that 
successful development requires future-oriented institutions, and these in 
turn require the commitment of the government to predictable rules of 
behavior that are favorable to efficient investment, that are consistently and 
uniformly applied and that rely on objective criteria. The longer such rules 
have been in existence and the more frequently they have been applied, the 
greater the reputation of the state for their continued application, and the 
greater their credibility. The German Bundesbank now has a reputation for 
pursuing a low inflation monetary policy, and this reputation lowers the cost 
of such a strategy. Small wonder that the rest of Europe wishes to benefit 
from this reputation in the European Monetary Union, or that Germany fears 
a single currency would undermine this credibility. A commitment to macro- 
economic stability is likely to be part of this successful policy, for instability 
is frequently associated with an inability to control government consumption, 
and leads to debt, high real interest rates, crowding out of public and private 
investment, and the sudden need for additional taxes that disrupt invest- 
ment plans. The Korean case illustrates that low inflation is not a necessary 
part of this package, provided access to funds at reasonable real interest rates 
is maintained, and enterprises are assured that they will not be bankrupted 
for financial rather than real failure. Variable and unpredictable inflation is, 
however, likely to undermine private capital markets, and make the task of 
efficiently allocating investible funds much harder. Low or at least stable 
inflation is likely to flow from a commitment to a realistically valued ex- 
change rate and an open economy, which in turn restrict the government’s 
power of arbitrary intervention and increase commitment. 

The argument for minimal state intervention (apart from the enforce- 
ment of contracts and laws and maintaining the value of money) is an 
argument for making the future more predictable and allowing the emer- 
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gence of private future-oriented institutions that will not be subject to 
arbitrary policy shocks. Few governments can credibly commit themselves 
to this minimalist role. Ifthe government plays a significant economic role, 
then the success of both the public and private sector will depend on the 
success with which the government can commit to efficient future-oriented 
policies. If private wealth is not adequately concentrated in the hands of 
thase willing to invest in modern industry, then financial institutions will 
be required to mobilize savings and allocate them to those competent to 
invest. In the private sector this requires financial markets that can be 
relied upon to monitor the management of the capital. 

It might appear that the public sector has an advantage here, as it can 
mobilize resources by taxation, as well as by government-guaranteed bor- 
rowing from home and abroad, and does not have the private bank's 
problem of convincing lenders of its financial rectitude and ability to 
on-lend prudently. But the very fact that the private bank has to convince 
lenders to lend means that it has an incentive to monitor its loans and 
enforce hard budget constraints on borrowers. It will be more difficult to 
ensure efficient investment and efficient management of capital in the 
publie sector unless the government is prepared to commit itself to a 
similar monitoring role and is willing to liquidate unsuccessful invest- 
ments. For this to work, the public enterprise must believe that its perfor- 
mance will be judged by objective and relevant criteria, based on accurate 
information, and that success and failure will be appropriately rewarded. 
It is possible to imagine a government committing itself to such a manage- 
ment regime, but only if that government is also capable of commitment to 
the institutions that would support successful private investment. 

A central claim of this article is that private sector inefficiency is likely 
to go together with public sector inefficiency (and to stem from inadequate 
future orientation), while public sector efficiency 1s likely to be matched by 
private sector efficiency (as the former is only likely if the government is 
committed to efficient future-oriented policies that will also favor the private 
sector). If this is accepted, then the debate over the boundaries of the state 
is unlikely to be much advanced by comparing the efficiency of public and 
private enterprises. It may well be that in countries with poor investment 
institutions, the public sector does better than the private sector, since it may 
be almost impossible to create adequate private institutions in the face of 
massive and inefficient state intervention. In such cases, private enterprise 
takes on aspects of the mafia, and reinforces the ideology of the primacy of 
state economic activity, as could be seen most acutely in the former Soviet 
Union. It may also be true that public enterprises like the Korean state- 
owned steel company POSCO are considerably more efficient than private 
steel companies in India. The reason has less to do with whether the 
enterprise is in the public or private sector than the quality of the economic 
environment within which both public and private enterprises operate. 
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If this is accepted, then the next question is how to create the right 
kind of economic environment and how to endow the government with a 
credible commitment to support efficient investment. Any extension of 
government activity now must be judged on two criteria: is it sensible in 
itself and does it increase or reduce the credibility of efficient economic 
management? Suppose the government sets up a public enterprise to 
produce steel. Does this increase or reduce the confidence of potential 
private export-oriented producers that they will be able to buy steel of the 
right specification and quality at internationally competitive prices or not? 
If the government already has committed itself to allowing unrestricted 
access to imported steel, with duty drawbacks for export, then a public steel 
mill may signal a commitment to the pursuit of a strategy of internationally 
competitive heavy industry. If not, then potential steel buyers may fear 
that they will be compelled by quotas or tariffs to buy inferior domestic 
steel that will put them at a disadvantage in exporting. Government policy 
will then have reinforced an inward-looking path of import substitution. 

This example suggests a simple rule. If the main reason for creating 
the public enterprise is to fill a gap because the private sector is unwilling 
or unable to invest in a project that yields a prospectively attractive 
economic rate of return, then the government should do everything to 
facilitate future competition between the public enterprise and any future 
private producers. One popular argument for public enterprise and state 
planning is that the market may fail to coordinate mutually profitable 
investments. The steel mill may only be viable with adequate transport 
investment, while the transport investment would only be justified by new 
industries (like the steel mill). If so, and if the government believes that it 
would not suffice to undertake the transport investment alone,” then the 
advantages of coordination can be achieved by public investment in the 
Steel mill, and the potential disadvantages avoided by allowing the private 
sector also to produce or to import steel. There would be the further 
advantage that any private steel production would provide additional 
information about the efficiency of public production. It may also be that a 
private enterprise would not be able to internalize the learning exter- 
nalities of training up a labor force and management, and that this would 
justify public production (and even more, subsidies to private training), but 
would be happy to follow in the wake of and benefit from the pool of trained 
labor created by the public enterprise. 
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Which Enterprises Should and 
Should Not be in the Public Sector? 


The evidence cited earlier suggested that the performance of many 
public sector enterprises was unsatisfactory, judged by the rather crude 
measures available: impact on the public sector deficit and rates of return 
on assets. The Asian Development Bank study discusses the evidence in 
more detail and the reasons for their poor performance.?6 When it comes to 
reform, there are two main remedies on offer: privatization or, if the 
enterprise is to remain in the public sector, improvements in management 
and control. The main argument of this article is that improved perfor- 
mance, whether in the public or private sector, will in large part depend on 
creating the necessary future-oriented institutions to support efficient 
investment, while subjecting the enterprises to competitive pressure where 
possible, and where not (because of natural monopoly) to its equivalent in 
tight efficiency auditing. 

Of these remedies, the one that raises the more fundamental issues is 
that of privatization, for it asks where the boundaries of the state should lie. 
The answer may depend on the level of institutional development, for state 
ownership may be required as a substitute for private enterprise that lacks 
confidence in the future economic environment. One can thus ask two ques- 
tions: (i) which enterprises should and should not be in public ownership (or 
equivalently, which enterprises should be privatized), and (ii) whether it ever 
makes sense to create a public enterprise that will be subsequently 
privatized. If one takes the first question, it is important to note that on 
economic grounds the arguments for public or private ownership appear 
finely balanced ifthe government is committed to economic development and 
the country is well-endowed with the appropriate future-oriented institu- 
tions. If the public enterprise can be made to compete with private firms (at 
home or via international trade), then it should be relatively simple to ensure 
that it behaves efficiently in the public sector, for profitability will be a good 
test of efficiency. Conversely, if it can compete with private firms, then it 
could also be run as a private firm, and the same competitive pressures would 
also ensure that it acted in the national interest, so there would be no reason 
to keep it in the public sector. On the other hand, if the enterprise is a natural 
monopoly, it would need to be regulated if it were privately owned to avoid 
the abuse of market power, but it would also need to be closely monitored if 
it were in the public sector, for exactly the same reason. Moreover, the same 
problems of obtaining impartial information and setting credible perfor- 
mance criteria would arise for the regulator in both cases. To resolve this 
apparently inconclusive neutrality, one needs to appeal to a further test: 
which allocation works better in adverse conditions when the government's 
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commitment to economic development is weak and the country lacks future- 
oriented institutions? 

This question is decisive for competitive enterprises—they should be 
in the private sector, for if they are kept in the public sector and perform 
poorly, they are more likely to be successful in obtaining subsidies, or even 
worse, protection against competition, than if they were in the private 
sector. The argument is that public enterprises have a comparative ad- 
vantage relative to private enterprises in regulatory capture, in which the 
industry captures those parts of the legislative process that can protect it 
against competition. This same theory also applies to potentially profitable 
natural monopolies like electricity, gas and telecommunications. The 
British experience in privatizing and regulating these utilities is instruc- 
tive. Under public ownership, the utilities were required to earn a specified 
overall rate of return on their assets, which they could do by raising prices 
sufficiently. When they were privatized, they became subject to price cap 
regulation, under which they were not allowed to increase the average price 
of their sales by more than RPI-X per cent, where RPI is the percentage 
change in the retail price index and X is a number specified by the 
regulator. The utilities were forced to produce detailed management and 
financial accounts to identify the activities that made profits and losses 
and to relate prices more closely to costs. In most cases, this led to 
considerable management reorganization and reductions in employment, 
either in the run-up to privatization or thereafter. It is possible that if the 
utilities had been kept in public ownership but subjected to similar 
autonomous regulation or oversight, then the same productivity improve- 
ments might have been achieved, but the fact is that it did not happen 
during the previous 40 years. In short, it is not very helpful to compare the 
potential efficiency of enterprises under public or private ownership on the 
assumption that the government would implement an optimal manage- 
ment system to control the public enterprise.?" 

The next question to address is what to do with enterprises that 
produce under strongly decreasing costs that are likely to make losses if 
pricing efficiently. The standard example is railways, though some services 
provided by otherwise profitable utilities may fall into this category (rural 
electricity, rural telecommunications). It is hard to imagine selling the 
right to make losses to private buyers. The response of those anxious to 
divest the government of as many productive activities as possible has two 
parts. 

First, many loss-making activities appear to experience almost con- 
stant returns to scale, and therefore should be pricing at close to average 
cost. If they did, and they experienced a large fall in demand, then perhaps 


27. Though now that the importance of the system of monitoring is more widely appreciated, there are 
useful lessons to learn for the management of enterprises that remain in the public sector. 
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they should be scaled back (assuming that costs cannot be cut to regain 
their old price advantage). Railways appear to fit this description, at least 
for non-commuter traffic. 

Second, it may be possible to divest those parts that experience 
constant returns and retain the core—perhaps the tracks in the case of 
railways. Even where this is not possible, it may be possible to franchise 
loss-making activities in return for payments to cover these losses, with 
the double advantage that there would be competition between suppliers 
to select the most efficient operator, and the loss would be made explicit 
and subject to closer scrutiny. 

The main problem with this argument (and with the argument that 
regulating private monopolies is preferable to public ownership) is once 
more the problem of commitment to future actions. A privately owned 
electricity company that must seek regulatory authority to raise its rates 
in an inflationary environment may worry that the regulator will pay more 
attention to pressing short-term needs (of current consumers, or the anti- 
inflation policy) than the need to assure the utility of the future 
profitability of current investment. The utility may therefore be reluctant 
to invest. Similarly, a rail operator contemplating the considerable fixed 
costs of setting up in business would need to be confident that the subsidies 
currently on offer would be appropriately indexed and secured for the 
future before committing current resources. 

This brings us back to the second question: might it ever be sensible 
to establish a public enterprise with a view to eventual privatization? If 
the enterprise in question is a public utility with a natural monopoly that 
cannot credibly be left unregulated in the private sector, and if the govern- 
ment has not created a reputation for stable, rule-based and autonomous 
regulation, then there may be little option but to create the utility as a 
public enterprise (and this is typically what we see in countries where such 
utilities were not created in the heyday of nineteenth century capitalism). 
In the case of electricity, the case for privatization is less compelling than 
the case for the freedom of private suppliers to buy and sell wholesale 
electricity into the grid, and that it in turn requires a separation of the grid 
(and despatch) from ownership of the generators, if private and public 
generators are to compete on equal terms (and for private suppliers to be 
reassured about the future). 

Telecommunications raises rather different issues. A large part of the 
investment lies in the connections from the individual subscriber to the 
branch office, and these are relatively low-tech public works, requiring 
rights of eminent domain, and hence naturally assigned in the first in- 
stance to the public sector. On the other hand, the switches and connections 
between cities lie on the forefront of modern technology and clearly have 
to be supplied by state-of-the-art producers. System capital costs are high 
compared with operating costs, and capital costs are of the order of $2,000 
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per line. It might therefore be attractive to privatize the enterprise once 
the basic infrastructure of lines has been created, in order to gain access 
to appropriate technology and management. The fact that telecommunica- 
tions is an international service makes it attractive to foreign companies, 
provided that the volume of (lucrative) international traffic is large enough 
(Mexico) or the location of the country is favorable for international routing 
(New Zealand), and this in turn raises the price for which the enterprise 
can be sold by increasing the number of potential buyers. 

The main problem lies in convincing the buyer that he will continue 
to be able to earn a satisfactory return on the substantial investments 
required. If the privatized enterprise were allowed to charge subscribers 
the full capital cost of connection (i.e., $2,000 or so) in return for zero 
rentals and low calling rates thereafter, the risks of expropriation (through 
failure to allow rentals to increase in line with prices, or through 
nationalization) would be minimal. The main problem with this solution is 
that all the risk is placed upon subscribers, who would have to pay now for 
a future service of unknown quality, and the government would be inhibited 
from providing the social dimension of access to poorer domestic sub- 
scribers that has traditionally been an important element of communica- 
tions policy. One can imagine creative solutions to this problem of 
commitment, in which a government agency leases lines to subscribers and 
pays the lump sum equivalent to the telecommunication company, possibly 
directly subsidizing the leases of some categories of service. 

This solution of leasing allows airlines with management expertise 
but little access to finance to run airlines, and again the international 
networking aspect makes foreign ownership by an efficient company 
feasible, while domestic routes can be supplied by private domestic car- 
riers, also leasing aircraft, in competition with the international carrier. 
Provided access to airports and landing slots is intelligently managed, the 
evidence is that such competition creates substantial benefits to consumers 
and tends to support the perception of openness that does much to enhance 
the economic credibility of the government. Airports, like ports, roads, and 
the electricity grid, share the same natural network monopoly charac- 
teristics that argue either for public ownership or tight regulation under 
private ownership—effectively therefore probably requiring public owner- 
ship, at least initially. 

The evidence similarly suggests that publicly owned road haulage is 
substantially inferior to unregulated private road haulage and a natural 
candidate for rapid privatization, particularly as the optimum size of a 
trucking enterprise is very small (the average size is less than ten vehicles 
in all European Community countries, and these can be leased). Passenger 
transport is similarly best privatized, perhaps with equal access to publicly 
owned bus terminals. Again, achieving a competitive environment is the 
main source of productivity improvements, and competition in turn is 
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fostered by small-scale operation that simplifies the sale of the assets (often 
by management buy-outs). 

Road transport is a natural candidate for the private sector as 
it experiences constant returns, and can thus operate competitively, 
but under public ownership it is peculiarly prone to regulatory capture 
through the system of licensing that all vehicles require as a condition of 
access to the publicly owned road infrastructure. Under constant returns, 
competition ensures that all the benefits are transferred to the consumer. 
The same is true for marketing, and state trading enterprises have been a 
disaster in Africa. In the case of mineral resources, there are typically large 
scarcity rents to which the government usually lays claim. The practical 
problem facing the government is to appropriate these rents without 
reducing the efficiency with which the minerals are extracted. Again, the 
problem is that of commitment of future actions. The multinational 
mining companies have an obvious comparative advantage in exploration 
and exploitation, but are worried about expropriation (fiscally or by 
nationalization) once they have sunk their investment and made the dis- 
covery.2? In turn, governments were often mistrustful of their ability to 
properly tax these multinational mining companies, or to negotiate satis- 
factory contracts. The end result was frequently national ownership and 
exploitation, on the theory that the state would then automatically receive 
the rents without the need for complex taxes or contracts. The problem as 
usual lies in ensuring that sufficiently competent managers are recruited 
and induced to manage efficiently. Again, the ideal when public ownership 
seems inevitable in the first instance is to keep open the option of future 
private entry and competition. 


Other Arguments for Public Ownership. The main argument 
advanced above for public ownership is that private investors do not trust 
the government to allow them to continue trading profitably in the future. 
Leasing may alleviate this problem, as might non-voting equity participa- 
tion by the government and guarantees by international agencies or aid- 
giving foreign governments. But what of the other arguments for public 
enterprise: the lack of domestic capital; the need for domestic control over 
strategic industries; the need to create development poles in deprived 
regions; and the old argument that public investment secures the entire 
surplus for further investment and thus accelerates the rate of growth. 

The last argument can be addressed first, as it is the weakest. The 
evidence cited earlier is that the rate of saving of public enterprises is 


28. It seems easier to resolve these contractual difficulties where the mineral is internationally traded 
at a well-defined price (ike oil or copper) and hardest for non-traded goods like gas, where the company 
cannot devise a contract which involves payment in the mineral. See David Pearce, Horst Siebert and 
Ingo Walter, Risk and the Political Economy of Resource Development (London: MacMillan Press, 1984). 
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typically low, and rates of return are also often low. The World Bank has 
analyzed 1,200 completed public sector projects that it has financed, and 
finds, first, that ex post economic rates of return to these projects are on 
average lower in more distorted economies than in less distorted 
economies, and second, that in the less distorted economies, rates of return 
increase with the share of public investment in total investment up to a 
share of 40 per cent, and thereafter decrease quite sharply.?? They also find 
that rates of return to transport and urban infrastructure projects, public 
utility and energy investment are systematically higher than industrial 
and agricultural projects. Taken together, these two pieces of evidence 
are consistent with the view that public investment makes most sense when 
confined to infrastructure (including power) and that too large a share of 
total investment (extending the range of activities to include industrial 
investment) lowers returns. 

The argument for public investment in backward regions is similarly 
suspect. As argued earlier, public investment is typically very capital 
intensive, and so such investment is a very inefficient method of creating 
employment income—lowering transport costs and reducing agricultural 
taxation is likely to be more effective. If a backward region has a potential 
comparative advantage in industry, then removing the infrastructural 
bottlenecks is likely to be more effective than adding to them by creating 
more demand for their services. If it does not have a comparative ad- 
vantage, then other methods of targeting support will by definition be 
preferable. Increased devolution of administrative services, coupled with 
investment in communications, as in federal states (e.g., Germany and the 
United States), rather than the overcentralization that goes with poor 
communications (e.g., Thailand), would seem the natural solution to this 
problem. 

That leaves the combination of a lack of domestic capital and the felt 
need for domestic ownership of key industries to internalize learning, 
especially of central management skills that might otherwise be confined 
to the head office abroad. Even here, foreign direct investment can play a 
path-breaking role in defining the market, creating demand for small-scale 
enterprises supplying producer goods and services, that in turn create the 
local network externalities that seem important for industrial success. It 
would seem better in the long run to allow the most successful of these 
small firms to borrow, merge and grow to the size at which they can raise 
capital from local development or investment banks. The alternative in 
which the government attempts to accelerate the process by lending to 
untried enterprises does not have a good record to date. 


29. World Bank, op. cit., Figure 4.3, p. 86. 
30. Ibid., Figure 4.1, p. 83. 
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The Problem of Transition and Privatization. The key argument 
for public ownership is the unwillingness of the private sector to undertake 
investment on socially acceptable terms. If the government is concerned with 
economic development, it should attempt to create future-oriented institu- 
tions that raise the social returns to private investment and establish a 
reputation for efficient and stable economic management. A large part of this 
will lie in creating and enforcing an appropriate legal structure for contracts, 
property rights and competition, in pursuing fiscally prudent expenditure 
policies, and in removing impediments to foreign trade and regulations on 
domestic activity. The problem is a more tractable version of the problem of 
transition in the formerly socialist countries of Eastern Europe and raises 
many of the same sequencing questions.?! For public enterprises, the key 
question is whether the enterprises that are more appropriately allocated to 
the private sector should be privatized rapidly, or later in the sequence of 
reforms. The argument for speed is that of establishing the credibility of the 
reform policy. The argument for caution is that the public sector enterprises 
will be easier to value correctly and hence more valuable once other reforms 
have reassured the private sector of the future stability of the economic 
environment and hence of the viability of the enterprises. What is quite clear 
is that the government should lose no time in putting in place the right 
control and auditing institutions to monitor the public sector enterprises that 
remain in the public sector, and that will also be needed to prepare the rest 
for privatization. 

The question how rapidly to privatize public sector enterprises 1s 
closely connected to the question of how to privatize. If enterprises are to 
be restructured, accounts prepared, and then sold at a fair market price, 
then the process will be more time consuming than if they are auctioned 
off "as is’, or, as proposed in Poland and Czechoslovakia, distributed to the 
population at a nominal price. The case for realizing the largest possible 
fraction of the economic value?? of the assets is more compelling in develop- 
ing countries than in Eastern Europe, which has enjoyed full employment 
and a remarkably egalitarian income distribution. In Eastern Europe one 
can argue that free distribution (preferably via shares placed in a pension 
fund) can be integrated into the overall tax system, which is distinguished 
by its comprehensive coverage and egalitarian emphasis.?? Few developing 
countries are in that position, and many have large debts which were 
accumulated as a result of a failure to finance investment out of retained 
profit. The capital in the public sector enterprises is the counterpart to this 


91. See, for example, Newbery, op. cit. 

32. The wording is chosen carefully to avoid stating that the enterprises should be sold for the highest 
price, which is best achieved by granting a statutory monopoly to the buyer. This would of course lower 
the social value of the sale and replace potential (but probably absent) publie taxation by private taxation. 
33. D.M. Newbery, "Reform in Hungary: Sequencing and Privatisation", European Economic Review, 
vol. 35 (May 1991), pp. 571—580. 
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debt, and adequate privatization proceeds are needed to reduce the debt. 
The implication is that the enterprises should be restructured and 
prepared for sale, even if this slows down the process. There is also a good 
case for partial sales, perhaps restricting the voting rights of the residual 
state shareholding, to allow the process of restructuring and improvement 
to continue, further raising the value of the residual shares, as was done 
with the first large privatization in Britain, that of British Telecom. 
Another form of partial privatization that might hold attractions is to 
transfer ownership (and the responsibility for governance) to state-owned 
development banks, which themselves may be eventually privatized, and 
which would be charged with selling off the public sector enterprises when 
the time is ripe. The main problem here is that of designing the governance 
of the development bank. One could go further and argue that creating a 
competitive, efficient and prudential system of commercial and develop- 
ment banking oriented to productive investment (rather than just the 
finance of trade) is the central component of the required future-oriented 
institutions, and that the critical step needed to evolve this structure is a 
good system of financial regulation. With that in place, the problem of 
monitoring the privatization/development bank becomes manageable. The 
ultimate objective might be a banking system that acts rather like German 
banks in monitoring enterprises, or like the Korean chaebols which dis- 
seminate managerial know-how as well as finance to the firms it acquires. 


Improving the Management of Public Enterprises 


For those enterprises which are to remain (temporarily or permanently) 
in the public sector, the twin objectives are to improve their performance, 
and hence assist rather than hinder economic development, and to increase 
the credibility of the government’s commitment to increased economic ef- 
ficiency. Kohli has summarized the lessons learned from the ADB country 
studies, and Pliatzky lists five golden rules based on British experience.?4 
Most of these have to do with setting clear objectives and performance 
criteria, monitoring performance and rewarding success. These objectives 
should include productive efficiency, profitability and efficient pricing, and 
the public sector enterprises should be subject to competition wherever 
possible: there should be no entry barriers (facing private competitors) nor 
exit barriers (preventing the bankruptcy or liquidation of the public sector 
enterprises). Social and distributional objectives are best addressed by 
separate instruments—targeted subsidies or programs—rather than distort- 
ing the prices charged by the public sector enterprises. As a powerful and 


34. Kohli, op. cit., p. 26; and Leo Pliatzky, "Optimizing the Role of the Public Sector: Constraints and 
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convincing case has already been made for these reforms, the following 
section concentrates on the details of two of the recommendations: the degree 
of autonomy accorded to public sector enterprises in general and overpricing 
in particular. | 

A central question in the management of public enterprises is the 
degree of autonomy to give the enterprise managers and the form of 
regulatory oversight. Principal-agency theory offers several insights to 
guide the design of a management system. The degree of autonomy can be 
measured by the extent to which the enterprise controls the allocation of 
profits and makes decisions without the need for central authorization. 
Autonomy is desirable if the principal (the ministry or agency responsible 
for overseeing the enterprise) has access to good quality information on 
which to assess the enterprise's performance. It is more desirable to grant 
autonomy where the objectives of the management are aligned with those 
of the state, and more difficult where the objectives ofthe management run 
counter to economic efficiency. It is more desirable where the information 
needed to make investment, pricing or production decisions depend on 
detailed local information best known to the enterprise. Electricity genera- 
tion and telecommunications probably fall into this category, as technical 
standards are readily measured, and it is normal that the managers will 
be technically competent engineers whose training will place considerable 
weight on technical excellence. Both industries are capital intensive with 
heavy investment demands, and although both should earn high rates of 
prcfit (probably not so different from the test rate of discount, or at least 
10 per cent real), their growth rate may even exceed this, requiring 
recourse to external finance. Claims for external finance should be assessed 
in the light ofthe performance of the industry. In both cases, if the industry 
is in the public sector, the natural source of finance would be international 
agencies which will provide a useful objective test of efficiency. At the other 
extreme, the Post Office has less well-defined objectives, is more labor 
intensive, and is more likely to be captured by the unions whose objective 
will be to maximize wages and employment and whose demand for invest- 
ment will be lower. One would expect the Post Office to have considerably 
less autonomy and to present greater challenges in devising appropriate 
criteria for measuring performance. 


Pricing and Investment Decisions. Public enterprises are typical- 
ly given objectives which are to guide their pricing and investment 
decisions, and the experience of the British nationalized industries 1s very 
instructive. The government published White Papers setting out the prin- 
ciples of efficient pricing—at marginal cost—and the need for cost-benefit 
analysis of investment projects using a test discount rate. It assumed that 
there was no potential conflict in the objectives of the industry and the 
government (representing the country), and so the system of accounts and 
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oversight was designed more to prevent fraud than to ensure efficiency. It 
was gradually realized that the managers of public utilities saw themselves 
providing essential services, and therefore not required to make high rates 
of profit. Their aspirations were more oriented towards ambitious expan- 
sion plans, based on optimistic or best-case forecasts. When overinvest- 
ment leads to excess capacity, marginal cost pricing argued for cutting 
prices and thereby stimulating demand and validating the forecast, though 
failing to earn the test discount rate. There was little incentive to minimize 
capital costs per unit of capacity, and the record of the electricity industry 
was particularly poor in this respect.25 

The government response to the poor financial performance of the 
nationalized industries was to instruct them to set prices to achieve a 
“required rate of return" on their capital (measured using current cost 
accounting conventions at written down replacement cost) and to subject 
the utilities to efficiency audits, conducted by the Monopolies and Mergers 
Commission. In addition, the utilities were given external financial limits 
(EFLs) which restricted the net amount of finance they could raise for 
investment, and for profitable industries with a project growth rate below 
the required rate of return, these EFLs were negative, implying that the 
utility paid the government a dividend after self-financing investment. 
These new rules might well have worked, though they were subverted by 
macro policies in the wake of the oil shocks of the 1970s, which restricted 
price increases and starved telecoms, in particular, of finance. Eventually, 
these rules were rendered redundant by privatization. 

Nevertheless, if capital-intensive industries are to remain in the 
public sector, then arguably the most important reform to make is to 
impose required rate of return and EFL targets on the industries, subject 
them to efficiency audits and ideally to external competitive pressure by 
removing any restrictions on competition with the public sector. The World 
Bank estimates that the average ex post economic rate of return on utilities 
and infrastructural investments in low distortion economies was between 
20 and 25 per cent real.?9 This figure will be substantially inflated by the 
high rates of return to road and port infrastructure projects, where the 
returns to maintenance or rehabilitation projects are often very high 
indeed,?" and returns to investment in public utilities will probably have 
been lower, though on average above the World Bank's test discount rate 


35. As documented in the Layfield enquiry into the Sizewell Nuclear Power Station. See Sir Frank 
Layfield, Sizewell B. Public Enquiry, Report by Sir Frank Layfield, 8 vols., Department of Energy 
(London: Her Majesty's Stationary Office, 1987). Electricity generation is an industry where international 
comparisons are reasonably straightforward, but it is unlikely that the problem was confined to that 
industry. 

36. World Bank, op. cit., Figures 4.1 and 4.2. 
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of 10 per cent real. If we assume that well-managed utilities should earn 
at least 10 per cent real, then they should also be able to finance rather 
more than a 10 per cent growth rate without external finance.?? Higher 
growth rates might be justified if the present capacity were inadequate, 
though this would argue for rationing through even higher prices and hence 
a higher rate of return. In short, it is hard to see why most public 
enterprises should not be largely self-financing once they are in full opera- 
tion. As noted earlier, 10 per cent was at the high end of electricity growth 
rates in Asian countries over the past decade. 

The costs of allowing public enterprises to earn low returns which 
require large net transfers from the public budget are high even where the 
country is not heavily indebted, and higher still when they are. Deadweight 
costs of the taxation rise as the square of the tax rate, so the narrower the 
tax base, the higher the taxes need to be to collect the same revenue and 
the higher will be the deadweight losses. Doubling the tax base and halving 
the tax rate halves the deadweight loss. The tax base in developing 
countries is already small, and to further restrict it by underpricing the 
output of the public sector enterprises is very costly. The costs of inflation- 
ary or debt finance caused by a failure to increase taxes is even higher, 
particularly if it causes foreign private lenders to fear that the debt cannot 
or will not be repaid. There is a further indirect cost in subsidizing the sales 
of public sector enterprises in that it mutes (and was intended to mute) 
public pressure for the reform of the public sector enterprises and makes 
competition from private suppliers harder. 


Conclusions 


Public sector enterprises have earned low rates of return and failed 
to finance their investment, thereby exacerbating the debt problem in 
developing countries in Asia and elsewhere and also in many developed 
countries. As a result, the development institutions are placing increasing 
emphasis on improving the performance of public sector enterprises, and, 
where appropriate, increasingly recommend privatization. The aim of this 
article has been to place these recommendations in a wider framework and 
thereby to focus on the more fundamental problem of encouraging efficiency 
in the economy as a whole. Short-run efficiency in the use of existing 
resources requires competitive pressure or its equivalent, but long-run 
development requires efficient investment. The more agents are persuaded 


38. The gross rate of return, including depreciation, will be above the net return of 10 per cent, and the 
gross returns are available for gross investment. Eventually, replacement investment will lower the net 
rate of capital formation, though this is likely to happen only after a substantial lag. 
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that they will enjoy secure title to the future fruits of their investment, the 
more they will be willing to invest, not only in physical capital, but in the 
knowledge and skills whose lack most differentiates the developing from 
the developed world. The wider is the range of potential investors, the 
greater will be the competitive pressure reinforcing efficiency. The central 
problem of development is to provide the institutional assurance and 
commitment to those future titles, while ensuring that the prices which 
guide those investment decisions do not mislead nor deter. Creating such 
credibility may take time and will require constraints on the short-run 
freedom of the government, in the form of rules and restrictions: uniformity 
of taxation and regulation, ruling out quantitative interventions or licens- 
ing except in well-defined and defended cases. Developing a soundly regu- 
lated financial system will be a critical part of supporting the required level 
of private investment. 

It may be that before the required institutional framework is created, 
the government will need to invest in some sectors where private invest- 
ment is not forthcoming. The guiding principle here is to ensure that any 
such investment increases rather than reduces the chance of future private 
investment, where such investment would be justified, both to underwrite 
support for private investment and to place competitive pressure on the 
public sector enterprise. There are good arguments for managing such 
public sector enterprises as though they were closely held private 
enterprises, with publicly published and audited accounts, subject to the 
same system of contract law and taxation, and ready when necessary to be 
privatized. For enterprises that remain in public ownership, the guiding 
principle is to ensure that they contribute to private development rather 
than place a burden upon it, by achieving production efficiency, efficient 
prices and financing their own investment as far as sensible out of retained 
profits. The main task of the regulatory agency charged with monitoring 
their performance will be to establish a reputation for impartiality and 
consistency in monitoring, and rewarding performance and penalizing 
failure, if necessary, by liquidation. In short, the emphasis needs to be 
placed on what agents will expect of the future rather than what is to be 
done right now. 
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tinuous theme for those economists seeking to understand the 
process of economic growth and to advise on policies to affect that 
process. The classical economists from Adam Smith through Marx devoted 
much of their work to that task, and a central theme was the relationship 
of those two institutions in facilitating or hampering the growth process. 
With the rise of neoclassical economics, attention shifted from the study of 
growth to the study of the market per se. Simultaneously, the question of 
appropriate government policies, whether in relation to the market or to 
economic growth, became a marginal issue in mainstream economics, al- 
though not among institutional economists in the United States or historical 
economists in Germany. The world depression of the 1930s, the rise of 
Keynesian economics and World War II revived such issues within 
developed economies.! The aftermath of that war, which saw the breakdown 
of the colonial system and the rise of a large number of independent states 
with a major goal of economic growth, recreated the field of economic 
development within the economics discipline. This was true in the developed 
countries, whose leaders sought to develop economic policies toward the 
former colonies, and in the developing countries, where appropriate govern- 
ment policies to stimulate growth became a major task for the new rulers. 
The development economists of that period presented a theory of 
economic development which argued for the state playing a major role in 
fostering economic, primarily industrial, growth. This was relatively un- 
challenged until the 1970s. However, the growing criticism of Keynesian 
analysis among economists in developed countries, the varied results of the 
development policies of the developing countries, the coming to power of 
Ronald Reagan in the United States and of Margaret Thatcher in Great 
Britain with their programs for a reduced role for government in their own 


T he relationship between the state and the market has been a con- 
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countries, and the economic difficulties and collapse of the centrally planned 
Eastern European economies in the 1980s induced a major rethinking of this 
issue among development economists, the policymakers in developing 
countries and the policymakers in aid-giving agencies. The governments of 
the People’s Republic of China and India, the two largest of the developing 
countries, each introduced economic reform programs to reduce state con- 
trols of their economies and to strengthen the role of market forces in 
economic decision-making; other countries have done the same. 

In this article, I propose first to briefly review the issue of the relative 
roles of the state and market among the mainstream development 
economists of the 1950s and the critics of that early position. I will then 
briefly examine the market-oriented economic reforms introduced in the 
People’s Republic of China and India in the 1980s, as well as the policies 
of the very successful East Asian developing economies. I will conclude by 
pointing out the changing, but still important, areas in which state action 
is vital on the basis of the experiences of the People’s Republic of China 
and India and the East Asian economies.” 


State and Market: Mainstream and Critique 


In his introduction to Pioneers in Development, Meier summarized the 
“mainstream development economics of the 1950s as being structural, 
shaped by trade pessimism, emphasizing planned investment in new physi- 
cal capital, utilizing reserves of surplus labor, adopting import substitution 
industrialization policies, embracing central planning of change, and rely- 
ing on foreign aid. But there were crosscurrents, and....vigorous debate 
over some leading issues. [One of those controversial issues was]... plan- 
ning versus reliance on the market system" .? 

The dominant thinking of the 1940s and 1950s was also reflective of 
its times: the key role of the government in dealing with the depression of 
the 1930s and in mobilizing the economies of the capitalist countries for 
and in World War II. The development of Keynesian economics, and of a 
separate macroeconomic framework of analysis, provided an underlying 
theoretical basis for a major role for growth-oriented government policy. 
But in addition, in the area of microeconomics, policies toward growth 
brought up major issues of the relevance of conventional equilibrium theory 
in the face of a disequilibrating growth process, in the absence of innovating 
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3. G.M. Meier, "The Formative Period", in Pioneers in Development, ed. G.M. Meier and D. Seers (New 
York: World Bank and Oxford University Press, 1984), p. 22. 


The State and the Market in Industrial Development 37 


entrepreneurs, in the face of the importance of economies of scale and of 
externalities of benefits, all of which were felt to constrain reliance upon 
private economic behavior in pursuit of national development. Essentially, 
the role of the state in development was to overcome "market failure” in an 
underdeveloped economy, quite apart from the structural characteristics 
of a society that sought to begin the process of development. In addition, 
there was the apparent success of the Soviet Union’s centrally planned 
socialist system, of which in fact little was known, in rapidly industrializ- 
ing so that it was able to resist successfully the attack by Germany’s more 
economically advanced society. Thus, the emphasis given to the state in 
development in part reflects the failures of capitalism in the Great Depres- 
sion, and the assumed success of state action, including central planning, 
in dealing with those market failures on both a macro and micro level. 

By the late 1960s the actual experiences of the developing countries 
and of development economists working in those countries, together with 
the resurgence of neoclassical thinking among mainstream economists in 
developed countries, led to serious questioning of the initial analytical and 
policy framework of development economics.‘ Little's pioneering work on 
industrial policy and trade in developing countries and on economic pricing 
in project evaluation was a major element in this reconsideration in the 
area of industrial development. Schultz’s earlier interpretation of the 
optimizing economic behavior of peasants in response to incentives played 
a path-breaking role in the reinterpretation of the role of the agricultural 
sector in the development process. Viner’s work on trade and development 
was rediscovered, and Bauer’s criticism of state-centered policy came to the 
fore again. In the 1970s and 1980s the rapid economic progress of the "Four 
Little Tigers" of East Asia confirmed the importance of foreign trade in the ` 
development process. Among developed countries, the move to the market 
and deregulation under Margaret Thatcher and Ronald Reagan, the col- 
lapse of rigid central planning in the Soviet Union and Eastern Europe and 
the economic reforms in the People's Republic of China and India, as well 
as in the smaller developing countries of the world, have led to a resurgence 
of free market economics and a denigration of the role of the state in 
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development economics. Too, as economists have extended the assumptions 
of maximizing behavior and economic tools of analysis to explaining politi- 
cal behavior, this has led to a change in the picture of the state. In Lal’s 
words, the state is no longer seen as a "benevolent institution with the 
goal of improved well-being for the public, but rather as a "predatory" 
institution, with officials seeking to maximize their economic and political 
gains by working with individuals or groups that seek to use the state for 
private ends.? "Government failure" has become the counterpart of "market 
failure" and requires the careful scrutiny of any government activity, 
including action to correct market failure. 


Traditional and Revised State/Market Roles 


But I am skeptical of that position and I will try to support that 
skepticism on the basis of some of the same country experiences that sup- 
porters of a reduced government role in development use to argue their 
position. In some ways, the attitudes of development economists and 
policymakers towards the respective roles of the state and market following 
the apparent failure of the state in the past decade seem to parallel the 
opposite attitudes of a previous generation towards the roles of those institu- 
tions following the apparent collapse of the market in the depression of the 
1930s and the war in the 1940s.5 My disagreement with the current dis- 
paragement of the state is not with the argument that much of the past role 
of the state has led to inefficiency and slow growth. Rather, I will argue that 
the state still has major roles to play in the development process in develop- 
ing economies, and that failure to play those roles will make it doubly difficult 
to extricate itself from those policy areas in which 1t has not been effective. 
Furthermore, the state in fact played a major role in those developing 
countries whose successes are cited as support for state abstinence,.and it 
continues to do so but in ways that would be considered unorthodox by both 
earlier and contemporary neoclassical development economists. 

I will identify those areas in which the government's role has been 
unsuccessful over time. Initially, it appeared that direct government invest- 
ment in, and ownership of, industrial plants, accompanied by central plan- 
ning of production and distribution, controlled prices and highly restricted 
foreign trade, would achieve an industrial development at a faster pace and 
over a wider production area than would reliance upon the market or upon 
greater freedom of trade. In fact, this policy framework did achieve impres- 
sive initial results, but over time it has been found to be counterproductive. 


5. D. Lal, "Comment", in Pioneers in Development: Second Series, ed. G.M. Meier (New York: Oxford 
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The State and the Market in Industrial Development 39 


Schumpeterian entrepreneurship, defined as a willingness to take risks and 
the flexibility to identify and respond to new opportunities, which I consider 
the necessary requirement for development and growth, does not flourish in 
government-owned, politically or bureaucratically controlled institutions, in 
which risk-taking can be dangerous. Furthermore, all too often such govern- 
ment enterprises are monopolies facing neither internal competition, nor the 
experience of imported products that would exert some pressure for response 
and change. Thus, such industrial enterprises may succeed initially as a 
result of large investments and the political pressures to produce, but over 
time these propelling forces diminish or disappear, and with that, perfor- 
mance also weakens. This will be reinforced if the enterprise has a captive 
market and at the same time is protected against losses by subventions from 
the government if costs cannot be met. When such monopoly and government 
ownership is combined with price control to keep prices of output deliberately 
low and even below cost, the results have been shortages relative to demand, 
financial losses, and lack of funds for investment as well as a continual need 
for subsidy. Ironically enough, one of the rationales for such government 
activity has been to prevent private monopoly, but at times the result has 
been an oligopoly with both the private and public firms having protected 
shares of the market but with the private firm profitable at prices that barely 
cover the costs of the government enterprise. 

Some of these problems may be less significant if the government owns 
and operates natural monopolies in such economic overhead areas as 
transport and electric power. These are areas in which there is a long 
tradition of government ownership or control because of their monopolistic 
character and high capital requirements. Rapid technological change has 
not been a major element of those industries, which might qualify for the 
Gelbraithian term of "post-office capitalism". But all too often these are 
considered industries which should charge low prices, based on some idea 
of need, rather than on any relation to cost or appropriate rate of return on 
investment. Thus, they are often heavily subsidized loss-makers, unable to 
meet levels of demand at the prices charged, and unable to expand, thus 
creating bottlenecks which force closure of plants or pile-up of shipments 
that impose heavy costs upon the economy. Very often, too, they provide 
employment sinecures for politically well-connected workers, while their 
ability to allocate electric power and transport facilities gives political and 
bureaucratic figures control of a strategic factor input. Because of these 
elements, permitting entry of private firms into this sector might well 
introduce a degree of competition that would reduce state monopoly power 
and improve service. 

The economic reforms in both the People’s Republic of China and India 
have sought to move away from this model in terms of goals. They proposed 
to give enterprise managers in the public sector greater responsibility : for; .. 
and control of, the performance of their establishments. To dó this; they 


z 
. 
+ 


40 Asian Development Review 


attempted to separate political or bureaucratic agencies from enterprise 
management; they introduced performance contracts and rewards for 
enterprise performance not just in physical terms but in financial terms as 
well; they reduced lifetime employment for workers and introduced wage 
payment by results as well as for presence; they permitted easier entry of 
private firms into industry and/or reduced controls on existing private 
firms; they eased restrictions on imports and on foreign investment; and 
they reduced direct control of prices and permitted, within varying limits 
by product, a greater role for the market in setting prices for a wide range 
of products. While their reach has exceeded their achievements, the conse- 
quences have apparently been positive in terms of growth rates of output, 
varieties of goods produced, and exports of manufactured goods. Thus, this 
experience seems to support the position "that government which governs 
best governs least". But I will argue that one of the main reasons for those 
governments’ inability to withdraw from direct goods producing areas of 
their economies lies precisely in their failure to perform other government 
functions adequately and that they will have to expand their activities in 
new directions to withdraw from the older activities. (This is apart from 
bureaucratic and narrowly political resistances to such withdrawals.) 

In both countries the price and marketing reforms have been as- 
sociated with periods of inflationary price rise. They have also been accom- 
panied by continued, and even increasing, subsidization of financially 
failing enterprises, or in an expressive Indian term, "sick" firms. Both of 
these developments have limited the extent of permissible decontrol of 
prices and the use of the market to set prices and the governments’ ability 
to withdraw from owning or operating industrial firms. And these experien- 
ces point to two areas in which government must play a more effective role 
if economic reform is to succeed. 

The first such area is in macroeconomic policymaking and implemen- 
tation. If an effective monetary and fiscal system is lacking, the first effect 
of decontrolling prices on a wide scale is likely to be a massive rise in prices 
of necessities and of "essential" inputs whose prices have been deliberately 
set low, often below cost. In the People’s Republic of China there has been 
an effective decentralization of economic powers and resources to provin- 
cial and local authorities, combined with an absence of an effective central 
bank and with close political connections between local banks, govern- 
ments and enterprises. This has meant first that the central government 
has in the past been unable to raise sufficient resources by taxes to meet 
its fiscal requirements and has had to create money to make up the 
difference. Second, the central bank has been unable to control the increase 
in bank credit to meet demands of local enterprises and governments. Both 
of these have contributed to the sharp cycles of inflation, clamp-down, 
relaxation followed by inflation, that have been so prominent in the 
People’s Republic of China’s economic history since the late-1970s. 
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India does have an effective central bank and a very competent 
economic officialdom, but the Reserve Bank of India’s credit and interest 
rate policies are essentially determined by the Ministry of Finance and the 
fiscal and political needs of the central government. In the past decade the 
taxes collected by the government have been regularly well below the level 
of expenditures, and the government has had to resort to issuing money and 
borrowing from the central bank to make up the difference. The result has 
been an annual rate of price increase in the order of 510 per cent during the 
1930s. On the one hand, this has been a stimulus to business activity, but, 
on the other hand, it has made it harder for the large part of the population 
whose incomes are not protected against rising prices to support itself. 

In both countries, too, major areas of expenditures are the complex 
systems of subsidies to different politically potent groups in society. A 
major reason for the subsidies is the effort to keep prices low to those 
groups. The groups benefiting from the subsidies may be urban consumers, 
they may be producers of important industrial products, they may be 
exporters, and they may be fertilizer, power and water-using farmers. In 
any case, the government must make up the difference between the cost of 
the product being subsidized and the price at which it is sold. Furthermore, 
the government may also have to cover the losses of the enterprise produc- 
ing the price-subsidized outputs and to provide resources for additional 
investments in those areas of production. Thus, effective price reform is 
necessary to reduce one set of government expenditures that are major 
contributors to the government deficits, but this in turn requires an effec- 
tive macrocontrol system to restrain the overall level of prices. 

While reduction or elimination of subsidies would reduce one major area 
of expenditures, the tax systems of both countries are limited in their ability 
to raise revenues. Fishlow, in reviewing the economic problems of Latin 
American countries over the past two decades, emphasizes "fiscal inadequacy 
[to be]... the real villain of the piece".’ That has also been true for the People's 
Republic of China and India: in the former country the reforms did not 
include establishing an effective national tax system, while in India there 
are significant gaps in the tax system, especially as it affects landowning 
peasants. Tax reform obviously faces all sorts of political difficulties, and this 
is Just as true for the United States as for the People’s Republic of China and 
India. But this is an area in which improved government performance is 
essential for an effective macroeconomic policy framework. 

At the microeconomic level, a major purpose of the economic reforms 
has been to increase efficiency and productivity of state enterprises, using 
competition from other domestic firms as well as imports, as one of the 
means to achieve this goal. In both countries, there has been discussion of 
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withdrawing support for loss-making firms and allowing bankrupt 
enterprises to fail and go out of business. However, little has in fact been 
done in this area. The reasons for this reluctance is understandable. In both 
countries, the large state-owned (and at times private) enterprises have 
significant non-economic tasks to play. They may provide housing, school- 
ing and health facilities for their workers; many were set up in relatively 
undeveloped interior areas for reasons of defense; workers employed in 
them were offered promises of lifetime employment not only for the first 
generation but also for their children. In those countries, as well as in other 
developing countries with long traditions of patron-client relationships, the 
patron (in this case, the state or large private employer) has respon- 
sibilities of providing continued support for clients (the workers and staff), 
especially if they moved long distances for the work, to which they may 
have been assigned. 

Apart from this relationship, one of the measures of the government’s 
success has been rising industrial employment. The reverse—increasing 
unemployment resulting from industry failure—would be an indication of 
a broader development failure. (In India the number of workers in sick 
firms in 1987 may have been on the order of 1.5—2.0 million, or about one 
third of all the. workers in private large-scale manufacturing.? In the 
People's Republic of China it is estimated that about one third of the 
state-owned enterprises are unprofitable.) In the past, this has meant that 
both governments provide support to failing firms by such means as direct 
budget subsidies, by credit supplied through the banking system, and in 
India until fairly recently by nationalization of previously private firms. 
(This also occurred more selectively in the United States in the case of 
enterprises whose failure would have been socially dangerous, such as 
Chrysler and Lockheed and various banks.) Unless there 1s some alterna- 
tive policy framework that at minimum provides support for the worker 
thrown out of a job, this is likely to continue. This requires that the 
government introduce programs of unemployment insurance and retrain- 
ing and relocation (including not only housing but also schooling and 
health) for the workers and their families during the period of unemploy- 
ment and transition. In fact, the large amount of funds currently used to 
support these sick firms might well be used to develop such social security 
programs, which do not now exist, in the People's Republic of China and 
India among other Asian developing countries. Such a development would 
both contribute to raising the efficiency and competitiveness of the in- 
dustrial systems in the countries and give workers the possibility of im- 
proving their positions in new jobs. But it is an area in which additional 
government effort is needed if the broader program of economic reform is 
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to succeed. Associated too with such narrowly economic steps as closing 
inefficient enterprises must be a program to widen the support of such 
important social functions as the provision of education, health and hous- 
ing facilities from the individual enterprise to society as a whole, so that 
these broader functions are not diminished by the closing of a firm, or by 
its sale to a private entrepreneur. It is clear that both the introduction of 
a broad program of unemployment insurance and retraining and the trans- 
fer of social functions formerly assumed by the firm to the state call not for 
less government, but rather for more, but in areas previously neglected or 
of secondary importance for the state. 

Until now I have based my argument on the experiences of reform in 
the People’s Republic of China and India in the 1980s, on which I have done 
my own research. But the highly successful industrialization programs of the 
Republic of Korea; Singapore; and Taipei, China in the 1970s and 1980s, 
which I will only briefly discuss, provide further rationale for an active role 
by government in those programs.’ It is true that in all three economies 
private ownership of industrial enterprises is the dominant form of manage- 
ment, and is indeed an essential ingredient in their success. But in all three, 
the governments by deliberate policies, including tariff protection, played a 
key role in encouraging development and influencing the directions of 
growth.!? The governments carried through extensive education programs to 
create an effective and responsive labor force; they provided adequate and 
well-administered infrastructure in the form of power and transport facilities 
so that shortages of these inputs have not been bottlenecks to industry; they 
provided stable legal frameworks for private activity in a market environ- 
ment; and they established conditions for the smooth functioning of factor 
markets for capital and labor, in addition to product markets. The land 
reform programs in the Republic of Korea and Taipei, China served as stimuli 
to accelerated agricultural growth as well as for greater mobility of labor and 
capital from the land. But beyond these very important actions in creating 
institutions and facilities, the three governments actively intervened to 
influence directions of industrial growth, both by direct encouragement of 
selected activities and by more general macropolicies in the areas of taxation, 
credit availability, foreign exchange allocation and investment by foreign 
enterprises. One cf the governments, Singapore, is socialist, but with a type 
of socialism far removed from the Stalinist model; Taipei, China has been 
strongly influenced by Sun Yat-sen’s ideology in which the state plays a major 


9. References to Taipei, China are to the island of Taiwan. 

10. For what follows on Singapore, see Goh Keng Swee, The Practice of Economic Growth (Singapore: 
Federal Publications, 1977), especially Chapter 9, "A Socialist Economy that Works"; on the Republic of 
Korea and Taipei, Chine, see L.J. Lau, ed., Models of Development: A Comparative Study of Economic 
Growth in South Korea and Taiwan (San Francisco: ICS Press, 1990); also on the Republic of Korea, see 
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economic role; and the Republic of Korea’s policy mechanisms bear strong 
resemblances to those of Japan, inasmuch as the government works closely 
with private entrepreneurs to identify future growth sectors, and supports 
investment and specialization in the identified sectors by specific 
micropolicies. Both the Republic of Korea and Taipei, China, like the United 
States and Germany in the nineteenth century, began their industrialization 
with tariff protection and import-substitution, but moved away from those 
protective policies at a stage in their development when a more external 
orientation became economically more appropriate. In all three economies, 
too, the gains of industrial development were spread widely among their - 
populations as a result of deliberate policy, and this created wide political 
support for the economic programs. 


Conclusions 


What then are the conclusions of this brief review of the changing roles 
of the state and market in the industrial development of the two Asian 
giants and three of the "Four Little Tigers" in the past two decades? First, 
government management and control of manufacturing enterprises, in 
which entrepreneurial, risk-taking behavior is essential for rapid and 
flexible growth, is unlikely to be successful beyond the initiating phase. 
However, there are major areas of infrastructure activity in which technol- 
ogy is not rapidly changing, which call for very large investments, and 
which tend to be natural monopolies, where government investment and 
control may be very desirable—but in those areas it is important that 
government adhere to economic pricing policies, and private entry may be 
desirable to curb excesses of government monopoly. 

The government too has major tasks in the provision of adequate social 
infrastructure in the areas where external benefits are high. These include 
education at all levels, but especially at the pre-college level as well as at 
university and research institutions. Health facilities, including urban 
water supplies and sewage facilities, are other such areas in which there 
are high external benefits while investment costs are high. In the more 
narrow area of shorter term industrial related policy per se, the govern- 
ment, by establishing appropriate macroeconomic institutions and policies, 
sets the framework within which microeconomic policy changes and 
reforms to establish a smoothly working market and price system can be 
successfully pursued. In addition, the government can, by establishing an 
effective system of social security, including unemployment insurance and 
retraining, create a public environment in which rapid flexibility of 
response to industrial change becomes acceptable. In such an environment, 
business failure and resulting unemployment and loss will be acceptable, 
since the hardship of transition to new employment will be alleviated. 
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Apart from such specific programs to reduce the shocks of change, it 
is essential that the government adopt broader equity programs to ensure 
that the bulk of the population benefits by economic and industrial develop- 
ment. Without such efforts and results, public support for longer run 
programs of economic reform and development may be lost, and with that 
as well the political ability of the government to pursue those programs. 

Socialism has many faces. While the detailed central planning and 
tight control regimes of Eastern Europe and parts of Asia appear to face 
major problems today, the socialism of Singapore and of Sweden that 
combines individual economic freedom with social support have apparently 
succeeded in achieving the economic flexibility that is necessary for rapid 
growth and improved social well-being for their peoples. In both Singapore 
and Sweden, there have been major roles for government in the economy, 
roles that are far less direct and hands-on than in the highly centrally 
planned socialist economies. But it is not an easy role, as the recent 
experience of both countries testify, and requires for its success both 
suitable and different public institutions than under traditional socialism, 
together with well-trained and effective officials who are able to develop 
and implement the necessary but very different government policies. 
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complementing the resources of developing countries in their en- 

deavor towards development. This has been emphasized repeatedly 
in the development economics literature—the vicious circle hypothesis, the 
two-gap model, and the Kindleberger-Hymer approach to foreign direct 
investment (FDI). The process of economic development even in the most 
successful cases is necessarily long and slow. It is therefore important that 
foreign capital inflow be continuous and relatively predictable and stable. 
Disrupted financial flows can be worse than no flows. Unfortunately, the 
postwar experience of financial flows to developing countries indicates a 
considerable degree of instability. 

Financial flows to developing countries increased steadily from the 
early 1960s to a peak in 1981. There was a drastic reduction in financial 
flows to developing countries after 1982, but the flows began to pick up in 
the late 1980s. There are three sets of financial flows statistics which are 
commonly used—the World Bank, International Monetary Fund (IMF) and 
Organisation for Economic Co-operation and Development (OECD) data. 
Owing to differences in the sample of countries and sources of data, there 
are wide discrepancies in the three sets of statistics.! While there are 
considerable differences in the amount of flows for any particular year, the 
trend of flows over time is largely comparable for the three sets of data. 
According to the World Bank data, financial flows to developing countries 
reached their peak at $100 billion in 1981, decreased drastically to $46 
billion in 1987, and increased steadily to $63 billion and $71 billion in 1989 


| ees capital inflows play an important role in supplementing and 


* Professor and Director, Centre of Asian Studies, University of Hong Kong. 

1. See International Monetary Fund (IMF), World Economic Outlook (April 1992), for a table that 
explains the inconsistencies among IMF, World Bank, and OECD data on capital flows. The major reasons 
for inconsistencies are differences in country coverage and in definition of terms. When such differences 
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anc 1990, respectively. The OECD data indicate that financial flows to 
developing countries peaked at $137 billion in 1981 and amounted to $116 
billion in 1989. In this article, the OECD data are used; financial flows refer 
to net flows. 

The instability in financial flows to developing countries is largely 
explained by the instability of private flows, particularly lending provided by 
commercial banks. Official flows have been increasing steadily over the past 
two decades, with multilateral official flows playing an increasingly impor- 
tant role. In the 1960s and early 1970s, official development assistance (ODA) 
and FDI were the major sources of financial flows to developing countries. 
From the mid-1970s to 1981, commercial bank loans increased sharply and 
became the major component of financial flows. During the period 1982— 
1987, overall financial flows to developing countries decreased significantly 
for a number of reasons. The most important reason being the international 
debt crisis in 1982 which caused commercial banks to drastically cut back 
their lending of loans. Also economic growth in developed countries slowed 
down resulting in levelling off of ODA and reduction in FDI. Moreover, 
growth in the developing world experienced some setback especially in 1982 
and 1985 and, in consequence, the demand for foreign resources by develop- 
ing countries also fell. After 1987, there has been a tendency for financial 
flows to developing countries to pick up gradually. ODA to developing 
countries increased considerably following the implementation of the Baker 
and Brady Plans. FDI also increased significantly because of the emergence 
of the newly industrializing economies (NIEs) as major investors, the recy- 
cling of Japan’s trade surpluses, and the implementation of debt-equity swap 
schemes for many debtor countries. Portfolio investment flows to developing 
countries also increased because of the emergence of many new capital 
markets in developing countries in Asia and Latin America. In some 
countries in South Asia, notably India and Pakistan, foreign capital inflows 
have been enhanced by schemes which attract foreign exchange deposits from 
non-residents.  . 

The outlook for the 1990s is that financial flows to developing 
countries will increase moderately at about 89 per cent per annum in 
nominal terms (see Table 1). A number of factors give rise to this conser- 
vative projection of financial flows. First, the growth of developed 
economies and therefore ODA will be very slow in the early 1990s. Indeed, 
most of the English-speaking developed economies entered a recession from 
the second half of 1990, and economic recovery at first expected to take 
place in 1992 has been delayed. Second, the funding capability of Japan 
has been restricted by the tumbling of stock prices and slowing down of the 
economy, despite the fact that Japan’s trade surplus is still on the rise. 
Third, in the past few years global saving for the first time has been falling 
short of investment. In the near future, the demand for financial resources 
will be huge, considering reform and restructuring in Eastern Europe, 
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Table 1: Projected Long-term Net Flows of External 
Finance to Developing Countries 


($ billion) 
Projected 
Average Growth 
1989 1990 1991-1995 1990-1995 
Official 34 49 60 b.9 
Grants ‘18 20 25 5.6 
Loans 16 29 35 5.0 
Bilateral 12 17 21 7.4 
Multilateral 6 10 12 5.7 
IMF -2 2 2 
Private 32 28 45 14.2 
Grants 4 4 5 7.6 
Loans 4 2 10 42.0 
FDI 24 29 30 10.3 
Total 66 TT 105 8.9 , 


.. = not available. 
Source: The World Bank. 


Russia, People’s Republic of China, and the large infrastructural projects 
undertaken by East and Southeast Asian economies. Fourth, commercial 
bank lending will be further restricted by the implementation of the Bank 
for International Settlements (BIS) agreement of a statutory 78 per cent 
capital adequacy ratio (CAR) for the global banking sector in 1992. In most 
developing countries, creditworthiness has not increased significantly to 
revive the confidence of commercial banks. On the other hand, FDI will 
tend to increase at a considerable rate (12-15 per cent per annum in 
nominal terms) in the 1990s. This is the result of the increasing tendency 
in the globalization of the world’s production. Thus, it is of interest to note 
that in the 1990s, the composition of financial flows to developing countries 
might well be reverted to that prevailing in the 1960s and early 1970s 
during which financial flows to developing countries were dominated by 
FDI and ODA. However, it is also expected that private portfolio invest- 
ment flows will increase over time as many developing countries begin to 
liberalize their capital markets. 


Changing Pattern of Financial Flows in the Asia-Pacific Region 49 


Changing Pattern of Financial 
Flows to Asian and Pacific Developing Countries 


By and large, the pattern of financial flows to the Asian and Pacific 
developing countries follows that of developing countries as a whole. Finan- 
cial flows to the Asian and Pacific developing countries increased drasti- 
cally from the early 1970s and peaked in 1981. In fact, for the years 1977 
to 1981, the increase in financial flows was greater than to developing 
countries as a whole. In 1977, 14.8 per cent of financial flows to all 
developing countries went to the Asian and Pacific developing countries; 
in 1981 it was 22.4 per cent. Financial flows started to pick up in 1987. In 
1939 these countries accounted for 34.4 per cent of financial flows to all 
developing countries. In this section, the changing pattern of financial 
‘flows to Asian and Pacific developing countries is discussed in terms of 
types of flows and economies. 


Types of Financial Flows 


Private versus Official Flows. Since the 1970s official flows to Asian 
and Pacific developing countries have increased moderately in nominal terms 
and remained more or less stationary in real terms. The amount of private 
flows has been fluctuating severely largely because of the unstable level of 
commercial bank loans granted to developing countries. As commercial bank 
loans increased sharply from the mid-1970s to 1981 but decreased even more 
sharply after 1981, the relative importance of official flows in total flows 
decreased before 1981 but increased after that year (see Figure 1 and 
Appendix Table A1). But for lower income countries, their low creditworthi- 
ness prevented them from borrowing heavily from commercial banks, and 
their unfavorable investment environment prevented them from attracting 
large amounts of FDI. For these lower income countries, ODA has remained 
the major source of foreign capital inflows. For the more dynamic economies, 
FDI has been soaring after 1986. For the period 1985-1989, 18.6 per cent of 
all FDI went to developing countries. Yet, 7 per cent of this share was 
absorbed by five economies, viz., People's Republic of China, Hong Kong, 
Singapore, Malaysia and Thailand. 

In 1970 official flows accounted for 74 per cent of all flows to Asian 
and Pacific developing economies; in 1981 the relative importance of official 
flows declined to 47 per cent, but increased to over 80 per cent in 1985 and 
1986, and 70 per cent and 59 per cent in 1988 and 1989, respectively (see 
Table 2). The relative importance of FDI in total financial flows increased 
significantly in 1987—1990 during which FDI accounted for over 30 per cent 
of all flows. On the other hand, the amount of export credits and non-con- 
cessional flows was significantly reduced in 1986-1988 during which the 
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Figure 1: Official and Private Financial Flows to 
Asian and Pacific Developing Economies, 1975-1989 
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Source: Appendix Table Al. 


Republic of Korea and Taipei, China made significant repayments for their 
loans.? 

It has been observed that "cross-country comparisons of international 
capital flows seem to indicate that as countries develop they progress 
through certain stages in the composition of their external financing" .? In 
short, in the course of economic development, a country passes through four 
stages in accordance with the dominance of different types of external 
financing: (1) official concessional flows; (ii) official non-concessional flows; 
(iii) lending from private creditors to the public sector; and (iv) lending 
between private agents on the basis of pure market-determined solutions. 
Empirical studies indicate that a transition from aid to private capital 
takes place when: (1) the income level rises; and (ii) rapid economic growth 
occurs. However, the Latin American experience shows that such a transi- 
tion can be premature. The use of commercial bank loans in overambitious 


2. References to Taipei, China are to the island of Taiwan. 

3. H.J. Kharas and H. Shishido, "The Transition from Aid to Private Capital Flows", in Transitions in 
Development: The Rate of Aid and Commercial Flows, ed. Uma Lele and Ijaz Nabi (San Francisco: ICS 
Press, 1991). p. 401. 
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projects before a sound social and economic foundation is laid gave rise to 
the debt crisis in 1982. In the 1980s the existence of widespread credit 
rationing by commercial banks in response to the debt crisis and the 
worsening global economic environment has halted the transition from 
official to private capital flows. This state of affairs was not changed until 
private direct and portfolio investments have become increasingly impor- 
tant in a number of dynamic economies in East and Southeast Asia. It is 
anticipated that in the 1990s, with rapid structural change and economic 
growth in many Asian and Pacific developing economies, a transition from 
official to private capital flows will gradually take place resulting in a 
greater importance of private flows in the process of further economic 
development. At the same time, the sources of private capital will be more 
diversified and include new financial instruments. This means that private 
portfolio investment as a source of financial inflows will gain importance 
relative to FDI in the latter part of the 1990s. With regard to official flows, 
the relative importance of non-concessional flows will increase while 
majority of official concessional loans will only be received by the low- 
income countries. For the upper middle-income developing countries, the 
share of concessional loans already decreased from 4.7 per cent of all flows 
in 1970-1975 to just 0.6 per cent in 1981-1986. It is projected that conces- 
sional loans will increase at the rate of 5 per cent per year in nominal terms 
in the 1990s. 


Bilateral versus Multilateral Flows. A major trend in financial 
flows to developing countries in the past few decades has been a shift from 
one dominant donor (the United States) to many donors, and from a 
dominant bilateral channel (the United States Agency for International 
Development, USAID) to a dominant multilateral agency, the World Bank. 
In 1970 the United States accounted for one third of all bilateral financial 
flows to Asian and Pacific developing countries, but for only 11.7 per cent 
in 1989 (see Figure 2 and Appendix Table A1). In 1970 bilateral flows 
accounted for 91 per cent of all flows to Asian and Pacific developing 
countries, but for 77 per cent in 1989. The relative decline of the U.S. share 
in financial flows is a result of the increased concentration of U.S. aid on a 
few major recipients for narrowly defined military and regional security 
interest." In the late 1970s and 1980s, the top two recipients, Israel and 
Egypt, received 35—40 per cent of all U.S. bilateral aid. Japan has become 
a major donor in bilateral aid to developing countries in general and to 
Asian and Pacific developing countries in particular. In 1975 Japan's 
bilateral aid accounted for 15 per cent of all financial flows to Asian and 


4. See John W. Mellor and W.A. Masters. "The Changing Roles of Multilateral and Bilateral Foreign 
Assistance", in Transitions in Development: The Role of Aid and Commercial Flows, ed. Uma Lele and 
Ijaz Nabi (San Francisco: ICS Press, 1991). p. 331. 

5. Ibid, p. 339. 
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Figure 2: Bilateral and Multilateral Financial Flows to 
Asian and Pacific Developing Economies, 1975-1989 
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Source: Appendix Table Al. 


Pacific developing countries; in 1989 it increased to 45 per cent. The 
willingness of Japan to act as a bilateral aid donor was to some extent 
affected by the debt crisis in 1982. But since 1986, the relative importance 
of Japan in providing bilateral aid has been rapidly increasing because of 
the need for Japan to recycle its huge trade surpluses and restructure its 
economy. 

The relative importance of multilateral flows increased from 9 per 
cent of all flows in 1970 to 31 per cent in 1982 and to 38 per cent in 1986. 
The increasing contribution of Japan to bilateral aid after 1986 has reduced 
the relative importance of multilateral flows in recent years. The World 
Bank Group-—International Bank for Reconstruction and Development 
(IBRD) and International Development Association (IDA)—is dominant in 
the provision of multilateral funds to developing countries. The contribu- 
tion of the Asian Development Bank (ADB) to financial flows to Asian and 
Pacific developing countries has been steadily increasing.9 In the 1990s it 


6. For the role of ADB in financing development in the Asian and Pacific region, see Keith Johnson, 
"Resource Flows in the Asia-Pacific Region and the Role ofthe Asian Development Bank" (Paper presented 
at the Conference on the Future of the Asia-Pacific Economies: Emerging Role of Asian NIEs and ASEAN, 
Bangkok, 8-10 November 1989). 
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is expected that in the Asian and Pacific region the ratio of bilateral to 
multilateral flows will be maintained at the present level of 3:1. For the 
developing world as a whole, the ratio has been and will be at 2:1. This 
signifies that for Asian and Pacific developing countries the relative impor- 
tance of bilateral flows is higher than the average for all developing 
countries. 

There are a number of arguments in support of the superiority of 
multilateral over bilateral flows for the recipient countries. First, multi- 
lateral flows tend to be much more stable than bilateral flows. Since the 
mid-1980s, a major source of multilateral funding has been private 
portfolio investment in multilateral banks. It is proven by experience that 
private investment in multilaterals is more stable than other private 
lending. For example, in 1985 when private flows and official portfolio 
investment were greatly reduced, private portfolio investment in multi- 
laterals continued to increase. Moreover, multilateral flows are more stable 
in terms of geographical and country group focus. For example, bilateral 
flows shifted towards and away from least developed countries from time 
to time causing considerable disruption to the development of such 
countries. Bilateral flows have also changed considerably over time in 
terms of regional emphasis. For example, in the 1980s, the emphasis was 
shifted towards the Middle East, North Africa and Sub-Saharan Africa at 
the expense of Asia. On the contrary, multilateral flows have shown a more 
consistent pattern over time. Second, bilateral aid is often conditional and 
trade or investment-tied. As a result, the real value of aid is reduced.’ On 
the other hand, multilateral aid is difficult to tie because of the number of 
donors involved. Third, the impartial stance of multilaterals vis-à-vis the 
partisan nature of bilaterals makes multilaterals more creditable bodies in 
convincing the recipient countries to undertake policy reforms and struc- 
tural adjustment programs which are usually necessary for ensuring the 
effective use of foreign capital inflows. 

In view of these arguments, it is important for the major donor and 
recipient countries to examine how multilateral institutions can be 
strengthened and multilateral funding sources widened and enhanced. For 
Asian and Pacific developing countries, the share of multilateral flows is 
lower than the average for all developing countries and can certainly be 
increased. The Asian Development Bank therefore has an important task 
in this regard. 


7. A counter-argument is that tied aid allows producers to subsidize their exports for economic and 
political reasons and this can be beneficial to the recipient. See T.N. Srinivasan, "Food Aid: A Cause or 
Symptom of Development Failure or an Instrument for Success?", in Transitions in Development: The 
Role of Aid and Commercial Flows, ed. Uma Lele and Ijaz Nabi (San Francisco: ICS Press, 1991). 
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Country Groups 


In this section, discussion will be conducted in terms of five groups of 
Asian and Pacific developing economies—newly industrializing economies 
(NIEs), Southeast Asia (Indonesia, Malaysia, Philippines and Thailand),® 
People’s Republic of China, South Asia, and South Pacific—and within the 
framework of a balance-of-payments cycle hypothesis (see Table 3). 


Table 3: Financial Flows to Asian and Pacific Economies 
by Groups, 1970-1989 
($ million) 


Southeast People’s South South 

Year Total NIEs Asia Rep. of China Asia Pacific 
1970 3,801 891 1,135 1,462 329 
(100.0) (23.3) (29.7) (38.4) (8.6) 
1975 9,434 1,741 3,534 3,843 317 
(100.0) (18.4) (37.5) (40.7) (3.4) 
1980 14,176 2,925 4,557 324 5,871 500 
(100.0) (20.6) (32.1) (5.1) (41.4) (3.5) 
1984 18,361 4,411 7,145 938 5,300 567 
(100.0) (24.0) (38.9) (5.1) (28.9) (3.1) 
1989 29,328 3,617 8,640 5,681 10,562 829 
(100.0) (12.3) (29.5) (19.4) (36.0) (2.8) 


.. = not available. 
Notes: Figures in parentheses are percentages. 


Source: Organisation for Economic Co-operation and Development, Geographical Distribution of 
Financial Flows tó Developing Countries (various issues). 


8. In this article, Southeast Asia includes Indonesia, Malaysia, Philippines and Thailand. 
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We can hypothesize that countries in their course of economic growth 
and development will go through a balance-of-payments cycle, which has 
the following six stages.? 


Goods and Current Investment 
Stages services Account Income 
1. Young debtor = ú = 
2. Mature debtor + 2 = 
3. Debt reducer + + = 
4. Young creditor + + + 
5. Mature creditor = = + 
6. Asset liquidator = = + 


It is possible to fit Asian and Pacific developing economies into this 
description on the various stages of this cycle. Evidently, countries in the 
first three stages are at the earlier stages of economic development which 
require net foreign capital inflows. At stages 4 and 5, countries become net 
exporters of capital. Countries in stage 6 have attained a very mature, high 
]evel of economic development. Some Western European countries such as 
France, Switzerland and the United Kingdom are in this stage. It is of 
interest to note that within this framework of analysis, the United States 
has passed through all the six stages and started the cycle one more time 
at stage 1 as a young debtor! 


Newly Industrializing Economies. The economic structure and 
endowment of the NIEs are different and hence they are at different stages 
ofthe balance-of-payments cycle. Hong Kong and Singapore are somewhere 
between stages 4 and 5, perhaps closer to 5 than 4. Taipei, China is 
definitely in stage 4, and the Republic of Korea is somewhere between 
stages 3 and 4, closer to 3 than 4.19 Hong Kong; Singapore; and Taipei, 
China have become capital-exporting economies. In fact, Taipei, China and 
Hong Kong have become the major investors in Southeast Asia, the People’s 
Republic of China and Indochina. As a result, multilateral flows and official 
flows continued. to.decline; net multilateral flows have become negative 
since 1986 and net official flows since 1985 (see Figure 3 and Appendix 
Table A2). This is because of the huge repayment of non-concessional 
official loans by the Republic of Korea and Taipei, China. In 1987 alone, 


9. See C.H. Kwan, "Mega-trends in the Asian Economies", Asia Club Papers No. 1 (Tokyo Club Foundation 
for Global Studies, June 1990). Kwan followed the approach of C.P. Kindleberger, International 
Economics, 4th ed. (Homewood: Irwin, 1968); and World Bank, World Development Report 1985 
(Washington, D.C., 1985), Chapter 4. 

10. Japan and Germany are young creditors (Stage 4) in this approach. 


Changing Pattern of Financial Flows in the Asia-Pacific Region 57 


Figure 3: Financial Flows to 
Newly Industrializing Economies, 1975-1989 
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the Republic of Korea's repayment amounted to $8 billion. For the first time 
after many years, its current account showed a positive balance in 1986, 
and this continued through 1989.!! In regard to bilateral flows, Japan has 
emerged as the major supplier since 1984, while financial flows from the 
United States declined sharply and became negative for the period 1985— 
1287. 

Despite the investment activities of the NIEs overseas, they have 
continued to attract foreign direct investment from various sources, espe- 
cially from Japan and other NIEs. In the case of Hong Kong, significant 
FDI also came from the People’s Republic of China. 


Southeast Asian Countries. The Southeast Asian countries are 
still at the second stage of mature debtor. Their current account deficits 


11. The Republic of Korea's current account surplus peaked in 1988 at $14 billion. In 1990 its current 
account had again a deficit though only at $2.2 billion or 0.9 per cent of gross national product (GNP). 
12. It is probable that the net financial flows from Hong Kong to the People's Republic of China is zero, 
despite the fact that Hong Kong is by far the largest outside investor in the People's Republic of China. 
In recent years, the People's Republic of China, officially and unofficially, has invested very heavily in 
industries, real estate, and the capital market in Hong Kong. 
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are substantial at 34 per cent of gross national product (GNP) and they are 
net importers of capital. Official flows to these countries continued to 
increase considerably after 1981 (see Figure 4 and Appendix Table A3). But 
private flows decreased drastically, especially in the case of FDI. The net 
FDI flows were actually negative in 1985 and 1986. It was a mystery that 
these countries, especially Indonesia and Thailand, did not manage to 
attract substantial FDI before 1987. Both Indonesia and Thailand had 
relatively high rates of economic growth in the 1980s even before 1987, and 
both countries had reasonably good economic performance even during the 
recession years of 1985-1986. Malaysia's economic performance was also 
quite satisfactory before 1985. Perhaps, the surgence of huge private flows 
after 1987 was triggered by Japan’s firm decision to restructure its 
economy (Maekawa Report) and Taipei, China’s liberalization of its capital 
account in that year. Today, Japan and the NIEs are the major investors 
in the Southeast Asian countries. It is expected that the trend of increasing 
FDI in Southeast Asia will continue, though the rate of increase will 
probably decelerate due to the slowing down of growth in the region and 


Figure 4: Financial Flows to Southeast Asia, 1975-1989 
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Source: Appendix Table A3. 
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the need for the Southeast Asian countries to build up their absorptive 
capacity of foreign capital. Thus, the fluctuation in FDI to Southeast Asia 
largely explains the unstable nature of total financial flows to these 
countries. The future trend will be more stable as it is not anticipated that 
FDI to Southeast Asia will again go through another period of instability 
in the 1990s. Besides FDI there is also a tendency for international com- 
mercial bank loans to increase in Southeast Asia after 1988. At the same 
time, it was not shown that ODA had declined. 

Throughout the 1970s and early 1980s, bilateral flows accounted for 
70-85 per cent of all flows to Southeast Asian countries. There was a sharp 
decrease in bilateral flows in the recession year of 1985 because of the 
reduction in Japanese and United States bilateral aid. Since 1987 Japanese 
bilateral aid to Southeast Asian countries has been increasing significant- 
ly. especially after 1989. In consequence, the relative share of bilateral 
flaws in all flows increased from 57.7 per cent in 1985 to 80.3 per cent in 
` 1989. This ratio of bilateral to multilateral flows is high by the standard of 
the Asian and Pacific or developing countries as a whole. It is, however, 
expected that Japanese bilateral aid to the Southeast Asian countries will 
soon level off, giving rise to a smaller share of bilateral aid in total flows. 


People's Republic of China. In terms of balance-of-payments cycle, 
the People's Republic of China is close to the Southeast Asian countries, 
but is moving gradually towards the stage of "debt reducer". The People’s 
Republic of China achieved a surplus in its current account in 1990 and 
1991 after some years of sizable deficits. Foreign capital inflows began to 
inerease rapidly after the announcement of the country's open door policy 
and the setting up of four special economic zones (SEZs) in 1980. Total flows 
increased steeplv in 1981 because Japan increased its bilateral aid and 
huge export credits were granted by commercial banks (see Figure 5 and 
Appendix Table A4). The debt crisis also affected financial flows for the 
period 1982—1984. Interestingly, while financial flows to most developing 
countries decreased in the recession year of 1985, the flows to the People's 
Republic of China increased due to increases in Japan's bilateral aid and 
increases in multilateral flows provided by the World Bank Group. In 1985 
private flows to the People's Republic of China also increased significantly, 
and it was also a year after two consecutive years of double-digit economic 
growth. Agricultural output reached a peak and urban and price reforms 
were initiated. The strong economic performance amidst worldwide reces- 
sion helped attract huge official and private flows in 1985 and beyond. In 
1988 and 1989, the economy became overheated and bottlenecks in the 
supply of resources became apparent. As a result, private flows, especially 
FDI, decreased significantly. However, total flows continued to increase in 
1988 because of the increase in official flows. An austerity program was 
implemented by the government in 1989—1990 to cool down the economy. 
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Figure 5: Financial Flows to the 
People’s Republic of China, 1979-1989 
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Source: Appendix Table A4. 


In late 1990 the government decided to reactivate the economy by providing 
easier credits. The economy reacted quickly and positively. Since 1991, 
private flows started to increase. 

Throughout the 1980s, bilateral flows to the People's Republic of 
China were much more important than multilateral flows. In the late 
1980s, the ratio was about 3 to 1. The major supplier of bilateral aid has 
been Japan, but the relative importance of Europe as a source of supply 
has been increasing rapidly. In multilateral flows, the major institution is 
the World Bank Group. However, it is to be noted that since 1989 the Asian 
Development Bank has increased its flows significantly. 


South Asian Countries. South Asian countries are in the first stage 
of the balance-of-payments cycle. Official flows have been dominant, ac- 
counting for 85—90 per cent of all flows before 1989 but for 76.2 per cent in 
1989 (see Figure 6 and Appendix Table A5). Indeed, more than half of total 
ODA flows to Asian and Pacific developing countries went to South Asia. 
For Bangladesh, Myanmar and Nepal, official flows account for virtually 
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Figure 6: Financial Flows to South Asia, 1975-1989 
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the total flows; private flows are negligible. On the other hand, on per 
capita basis, Sri Lanka ranks highest among the Asian and Pacific develop- 
ing countries in receiving ODA. As official flows tend to be more stable than 
private flows, the dependence of South Asian countries on official flows also 
implies that the total flows are more stable than that experienced by other 
countries. This is demonstrated by the fact that throughout the period 
1970-1989, financial flows to South Asia increased steadily, and were only 
slightly disrupted by the debt crisis in 1982. Since 1989 private flows have 
increased significantly due to the measures of liberalizing the capital 
account and the capital markets in India and Pakistan. However, FDI to 
South Asia remains relatively small. It is yet to be seen whether the 
measures so far undertaken for improving the investment environment in 
South Asia are sufficient to sustain an increase in foreign capital inflows. 

Bilateral flows account for about 50—60 per cent of all financial flows 
to South Asia. The major sources of bilateral aid have been the European 
countries. However, more recently the contribution of Japan is almost at 
par with that of Europe. The contribution of the United States has also 
increased. In multilateral aid, the World Bank Group plays a leading role, 
but the contribution of the Asian Development Bank has been increasing 
rapidly. In 1989 the contribution of the latter was $1,007 million, compared 
with $1,457 provided by IBRD and $1,061 by IDA. 
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South Pacific Countries. The South Pacific countries are in the 
very early stage of economic development; they are young debtors in the 
first stage of the balance-of-payments cycle. The South Pacific countries 
depend heavily on official flows and on Australia as the donor. More 
recently, flows from Japan and European countries increased significantly, 
accounting for 45.1 per cent of all flows compared with 4.1 per cent in 1988 
and negative figures for 1986 and 1987 (see Figure 7 and Appendix Table 
A6). Thus, there are some indications that the structure of financial flows 
to the South Pacific countries will undergo significant changes. It also 
seems that the development effort undertaken by some South Pacific 
countries is bearing fruit. The most encouraging is that in 1989 there was 
a resurgence in the interest of some overseas investors in undertaking FDI 
in these economies. But, multilateral flows have been relatively unstable 
throughout the 1980s. After two years of rapid increases in 1987 and 1988, 
multilateral flows to the South Pacific countries were greatly reduced in 
1989. Unstable financial flows to developing countries undergoing a rapid 
process of transformation are very serious negative disruptive factors. A 
more coordinated effort should be made by donor countries in their 
provision of foreign capital to the South Pacific countries. 


Figure 7: Financial Flows to the 
South Pacific Countries, 1975-1989 
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Foreign Direct Investment 


In the course of economic development, foreign capital inflows shift 
from official to private flows because of supply and demand factors. Official 
funds are necessarily limited. When concessional, then non-concessional 
official funds are exhausted, any increase in demand for foreign capital will 
have to be met by funds in the private financial market. Also, with a high 
level of economic development, higher rates of return to investment make 
it profitable to raise funds in the private financial market. But funds that 
can be raised in the private financial market are usually restricted by the 
rationing of credits imposed by commercial lenders. It is not true that the 
supply curve of private flows is continuously upward sloping. Beyond a 
certain point, it is not possible for a developing country to borrow more even 
if it is willing to pay higher interest rates. If there is a limit to economic 
development through loan financing alone, equity financing by FDI is an 
alternative. Historical evidence indicates that in the 1960s and early 
1970s, official flows to developing countries were supplemented by FDI. In 
the late 1970s and early 1980s, commercial bank loans replaced FDI as a 
dominant type of flow. In the period 1983-1986 after the debt crisis, private 
flows, whether FDI or commercial bank loans, decreased substantially. 
After 1987 there was a resurgence of FDI as an important source of 
financial flows to developing countries, especially for the more dynamic 
economies. It is anticipated that FDI will become increasingly an important 
type of financial flow in the developing Asian and Pacific region. 

For the world as a whole, it should however be noted that the inflows 
of FDI to developing countries are quite highly concentrated and have been 
decreasing in relative terms because of diversion of FDI flows to developed 
countries. The share of developing countries in the world’s FDI flows 
decreased from 25.2 per cent in 1980—1984 to 16.9 per cent in 1988-1989. 
Also, 66 per cent of the FDI flows to developing economies went to ten 
largest host economies. 

In the Asian and Pacific region, some groups of economies, viz., NIEs 
and Southeast Asia, will continue to benefit from the inflows of FDI asa 
major source of financial flows. The inflows of FDI to the People’s Republic 
of China will depend on political and economic developments in the near 
future. Given the market potentials and its proximity to the NIEs, the 
People's Republic of China will continue to attract the attention of investors 
in the Asian and Pacific region if not so much of those in the West. Viet 
Nam and other Indochina economies are currently undergoing considerable 
reforms and changes. Viet Nam should be able to attract an increasing 
amount of FDI flows to assist in its economic reconstruction. There are, 
however, less bright prospects for South Asia and the South Pacific 
countries to attract a significant increase in FDI flows. The South Asian 
economies are still very inward-looking and protectionist relative to the 
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Southeast Asian countries despite some recent attempts in economic 
deregulation and liberalization. Infrastructure is far from adequate and 
bureaucracy is unreasonably inefficient. In India and Pakistan, some 
human capital-intensive industries may be able to attract some FDI be- 
cause of their abundant supply of technological and skilled labor at low 
costs. 

However, against this rather pessimistic outlook for FDI in South 
Asia, the recent positive policy changes undertaken in South Asia must be 
recognized. A new industrial policy which removes to a large extent the 
restrictions (e.g., industrial licensing, foreign exchange, anti-monopoly 
regulations, foreign equity ceiling of 40 per cent) previously imposed on 
domestic and foreign businesses was announced in July 1991. The response 
from the U.S. firms was particularly encouraging. If bureaucratic controls 
can really be reduced and tax rates (both corporate and personal) can be 
lowered, there is every possibility that FDI flows to India will increase 
considerably. The huge domestic market in South Asia is always a great 
attraction to foreign investors. Similarly, the 3D program in Pakistan 
(disinvestment, deregulation and denationalization) and the recent 
economic reforms in Sri Lanka should also attract more FDI to these 
countries. 

There is a prolific literature on the importance of foreign resources in 
general and foreign direct investment in particular in economic develop- 
ment.!? At first, foreign capital was single-mindedly treated as a resource 
gap-filling factor in the context of capital scarcity in developing countries. 
It was Haavelmo who first raised the question of the possible adverse effect 
of foreign capital on the level of domestic saving.!4 Following this, there 
was a proliferation of studies on the relationship between foreign capital 
and domestic saving and between foreign capital and economic growth in 
developing countries. In terms of methodology, single-equation estimations 
have been supplemented by simultaneous-equation models.!? In terms of 
equation specification, foreign capital is segregated into different types, 
e.g., aid, commercial loans and foreign direct investment.!9 It is of great 


13. Fora recent survey on this issue, see Pradumna B. Rana and J. Malcolm Dowling, Jr. "Foreign Capital 
and Asian Economic Growth", Asian Development Review, vol. 8, no. 2 (1990), pp. 77-102. 

14. T. Haavelmo, "Comment on W. Leontiefs The Rates of Long-Term Economic Growth and Capital 
Transfers from Developed to Underdeveloped Areas", in Study Week on the Economic Approach to 
Development (Amsterdam: North-Holland, Planning Pontificae Academic Scientiarium Scrips Varia, 
1965). 

15. See Edward K.Y. Chen, "Domestic Saving and Capital Inflows in some Asian Countries: A Time- 
Series Study", Asian Survey, vol. 17 (July 1977): J. Lee, P.B. Rana and Y. Iwasaki, "Effects of Foreign 
Capital Inflows on Developing Countries of Asia", Economic Staff Paper, no. 30 (Manila: Asian Develop- 
ment Bank, 1986); and Ishrat Husain and Kwang W. Jun. "Capital Flows to South Asian and Asean 
Countries: Trends, Determinants, and Policy Implications" (Paper presented at the Conference on the 
Future of Asia-Pacific Economies, New Delhi, 11-13 March 1991). 

16. One of the earliest studies in this vein is G.F. Papanek, “Aid, Foreign Private Investment. Saving 
and Growth in LDCS", Journal of Political Economy (January—February 1973). 
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academic and policy significance to analyze the effects of different types of 
flows on domestic saving and economic growth in developing countries. The 
findings are generally that private foreign investment, in particular FDI, 
produces a positive effect on economic growth while aid and government 
flows do not. 

There are good reasons to believe that FDI is preferred to other types 
of flows. One convincing argument is that FDI consists of a package of 
capital, technology and market access which tends to go to those manufac- 
turing sectors which enjoy actual or potential comparative advantage. On 
the other hand, official flows and even commercial loans are often tied with 
social overheads and sectors which do not enjoy comparative advantage in 
the developing recipient countries. In those manufacturing sectors which 
enjoy comparative advantage, the inflow of FDI would give rise to 
economies of scale and higher productivity and create linkage effects. 
Moreover, there are a number of financial advantages of FDI over other 
types of flows for the developing recipient countries.) For FDI, repayment 
is required only if the productive activity is profit-making and repayment 
can to a large extent be regulated through tax policies and legislations. 
Incentives can be created to encourage reinvestment to minimize repatria- 
tion of profits. There is also a closer match between the maturing structures 
of earnings and repayments. For other types of flows, there 1s often the case 
of using short-term loans to finance long-term projects. 

Despite the distinct advantage of FDI over other types of flows, the 
experiences of the impact of FDI on economic growth in host countries vary 
significantly among different groups of countries. The experience of the 
Asian and Pacific region is in contrast to that of Latin America where 
countries have suffered from increasing dependence on foreign resources 
and unemployment and underemployment of domestic resources in their 
utilization of foreign capital. It seems that the crucial factor explaining 
suca differences is not so much the country origin and types of firms that 
have gone to the developing countries, but such differences are mainly 
explained by the different development strategies and domestic economic 
environment of the host country. The experience of countries in the Asian 
and Pacific region seems to suggest that the following factors are important 
in determining the impact of foreign firms on host countries. 


* Development strategy, export-oriented industrialization or import 
substitution, seems to be crucial. A country adopting an export- 
oriented strategy has a less protected domestic economic environ- 
‘ment so that foreign firms are forced to use resources in the most 
appropriate way in order to maintain a high degree of international 
competitiveness. 


17. Eee, for example, Husain and Jun, op. cit. 
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° To obtain the maximum benefits from FDI, the host country must 
implement policies to maximize the linkage effects created by foreign 
firms. This is to ensure a full integration of local firms into the foreign 
investment sector so as to prevent the formation of a foreign enclave 
leading to an increasing degree of foreign dependency. 


* Investment in human capital 1s crucial in promoting the efficiency 
of the domestic economic sector and the absorptive capability of 
local firms for foreign technology and management skills. Countries 
with higher investment in human capital will be able to gain more 
benefit from FDI and to build up the strength of their indigenous 
economic strength. 


An important issue that has emerged from the above discussion is the 
changing role of foreign firms in a new international economic environ- 
ment. Our prediction is that FDI activities will increase over time. Despite 
recent technological changes which enhance automation and reduce labor 
costs of production, foreign firms and developed countries will continue to 
set up offshore production plants in developing countries, especially in 
those rapidly growing countries in the Asian and Pacific region, because of 
the importance of markets in developing countries, the established network 
of sourcing raw materials from developing countries, and the risks and 
uncertainties of heavy investment in modern automation technology. What 
is more significant will be the increasing importance of foreign firms from 
developing countries, especially those from the newly industrializing 
economies in Asia. | 

The most significant phenomenon of FDI in the Asian and Pacific 
region in the past few years is undoubtedly the extremely rapid increase 
in intraregional investment. The major foreign direct investors in Asia are 
no longer from North America and Europe whose relative shares of FDI in 
most Asian economies have in fact declined. More significantly, the Asian 
NIEs have emerged as the major investors in the Asian and Pacific region 
together with investors from Japan. The importance of this increased 
intraregional FDI goes much beyond an increase in financial flows to the 
less-advanced developing economies in Asia. Such a new pattern of invest- 
ment in fact has brought about or at least assisted in an extensive in- 
dustrial restructuring and sophisticated subregional division of industrial 
labor in the Asian and Pacific region. Intraregional FDI has been a most 
important instrument for the realization of a "flying geese" pattern of 
industrial development in the Asian and Pacific region, i.e., to relocate 
industries from one tier of economies to the next tier in response to 
changing comparative advantage. Intraregional FDI has also brought 
about a closely interrelated vertical production structure in the Asian and 
Pacific region. 
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Japan 


Japan became active in investing in the Asian and Pacific region in 
the early 1970s for the purpose of finding low-cost production bases and 
expanding markets. From the late 1970s to about 1985, Japanese FDI 
turned its direction more and more to developed countries in North America 
and Europe for the purpose of counteracting the trend of rising protec- 
tionism in those markets. The setting up of automobile plants in the United 
States and Europe was a case in point. However, in the past few years after 
the sharp revaluation of the yen in 1986-87, Japanese investors have once 
again redirected their attention to the Asian and Pacific region (see Figure 
8). To survive the high yen, many Japanese manufacturers have to set up 
production bases in the lower-cost developing countries in the Asian and 
Pacific region. Many of the products produced in Asian and Pacific host 
countries are exported to the United States. This strategy results not only 
in lower production cost and therefore higher competitiveness but also in 
reduced trade conflicts with the United States. The rapid increase of 
Japanese FDI in the Asian and Pacific region since 1986 coincides with a 
period of economic prosperity in the region. Indeed, Japanese FDI was a 
triggering factor for the region to recover from its recession in 1985. 

In line with the flying-geese pattern of development, Japanese FDI 
tends to specialize in different industries and sectors in accordance with 
the comparative advantages (dynamic and static) of the host economies. 
Japanese FDI in the Asian and Pacific region after 1986 tends to be more 
export-oriented than earlier Japanese FDI which often aimed to expand 
and defend markets. In the Republic of Korea and Taipei, China, over 80 
per cent of Japanese FDI is in manufacturing, mainly in chemicals, textiles, 
and electronic and electrical products. In Hong Kong and Singapore, the 
attention of Japanese FDI is much more on the service sectors. In the case 
of Hong Kong, about 75 per cent of Japanese FDI is in services, especially 
commercial and financial. In the People’s Republic of China and Southeast 
Asia, about 60 per cent of Japanese FDI is in manufacturing, mainly in 
electrical products, textiles and chemicals. What is even more interesting 
is that Japanese FDI carries out division of labor in different countries for 
the same industry. For example, Japanese FDI carries out upstream and 
downstream production in different host countries in the chemical in- 
dustry. In electronics, electronic parts and components production is most- 
ly carried out in the Republic of Korea and Taipei, China and also 
considerably in Malaysia and Singapore. In consumer electronics, produc- 
tion is mostly carried out in Malaysia; Singapore; and Taipei, China and 
considerably in Thailand. In industrial electronics, production is mainly 
carried out in the Republic of Korea and Taipei, China and considerably in 
Singapore. 
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Figure 8: Japan’s FDI in Asian NIEs and ASEAN 
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Newly Industrializing Economies 


The outward investment of the NIEs has been growing at a remark- 
able rate in the past few years (see Table 4). For FDI in Southeast Asia, 
NIEs as a group has overtaken Japan as the main investor in 1990. The 
trend seems to be that the NIEs will invest in Southeast Asia at a rate 
increasingly faster than that of Japan. In 1986 Japan accounted for 38 per 
cent of total FDI in Southeast Asia, while it was 23 per cent for the NIEs. 
In 1990 the shares of Japan and the NIEs in total FDI in Southeast Asia 
were 22 per cent and 27 per cent, respectively. It 1s expected that FDI from 
NIEs will increase at even higher rates when further financial liberaliza- 
tion measures take place in the Republic of Korea. Some of the FDI from 
NIEs was motivated by political uncertainties at home (e.g., in the cases of 
Hong Kong and Taipei, China). Most FDI from NIEs is, however, the result 
of rapid industrial restructuring at home and a more favorable investment 
climate in other developing economies in the region. 

Since the early 1970s, Hong Kong has been an outward investor in Asia 
and some African countries.1? At first, it was for the purpose of by-passing 
trade restrictions imposed by developed country markets, and later it was 
for the purpose of looking for lower cost (land and labor) production bases. 
Before 1987 Hong Kong was the largest foreign direct investor among 
developing countries. Today Taipei, China has overtaken Hong Kong. It is 
understandable that the People's Republic of China, especially South China, 
has emerged as the largest recipient of Hong Kong's FDI. It is estimated on 
the basis of recipient country statistics as at the end of 1989, Hong Kong's 
outward direct investment amounted to $26.8 billion of which $20.7 billion 
or 77 per cent was invested in the People’s Republic of China.!? For the 
People's Republic of China, about 65 per cent ofits total FDI comes from Hong 
Kong. Indonesia is Hong Kong's second largest host country and Hong Kong 
is also Indonesia's second largest investing source. Hong Kong also invests 
considerably in Thailand and Taipei, China. South China is now a major 
production base for Hong Kong’s traditional labor-intensive products. It is 
estimated that there are almost 20,000 Hong Kong manufacturing 
enterprises operating in South China employing 2.53 million workers. 
Manufacturing employment has shrunk from over 1 million a few years ago 
to below 700,000 at present. Textiles and clothing, toys and consumer 
electronics top the list of Hong Kong's FDI in the People's Republic of China 
and in Southeast Asia. Hong Kong also invests in natural resources-based 
industries such as the pulp industry in Indonesia. Hong Kong FDI is heavily 


18. For a study on developing country outward investment, see Sanjaya Lall et al., The New Multina- 
tionals: The Spread of Third World Enterprise (Chichester: John Wiley, 1983), which includes a study on 
Hong Kong by Edward K Y. Chen. 

19. Estimate of the Hong Kong Bank. 
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Table 4: Foreign Direct Investment in Asian Economies by Origin 
($ million) 
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7 ( 3.3) 
96 (12.6) 
69 ( 3.0) 


41 ( 7.0) 
673 (10.8) 
1,091 ( 7.7) 


22 (28.7) 
153 (32.3) 
59 ( 6.2) 


128 (16.0) 
731 (16.6) 
153 ( 1.7) 


125 (35.4) 
284 (22.2) 
317 (39.5) 


138 (19.5) 
135 (12.7) 
540 (25.9) 
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Figures in parentheses are percentages. 


23 (11.1) 
214 (27.9) 
657 (28.5) 


251 (43.2) 
3,063 (49.0) 
2,706 (19.2) 


22 (28.5) 
95 (20.2) 
308 (31.8) 


325 (40.6) 
256 ( 5.8) 
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356 (10.5) 
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1,100 (47.8) 


91 (15.7) 
1,709 (27.4) 
3,794 (62.2) 


3 (10.2) 
140 (29.7) 
384 (39.9) 


84 (10.5) 
1,530 (34.7) 
2,598 (29.7) 


16 ( 4.5) 
15 ( 1.2) 
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203 (100) 
763 (100) 
2,302 (100) 
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2,244 (100) 
3,194 (100) 
3,393 (100) 


Changing Pattern of Financial Flows in the Asia-Pacific Region 71 


ccmmitted in the tourism industry and the construction of infrastructure. 
Hong Kong’s FDI in Taipei, China is mainly in the service sector. 

Taipei, China’s outward investment started in the 1970s, but a 
proliferation of outward FDI took place only after such recent events as the 
relaxation of foreign exchange control in July 1987, the accumulation of huge 
trade surpluses, the sharp appreciation of the New Taiwan dollar, and the 
emergence of labor shortage problems. There is a huge discrepancy in 
statistics on Taipei, China’s outward investment between the official Taipei, 
China sources and the host country sources. This is evidently because a great 
deal of the outward investment did not go through official procedures in order 
to avoid tax, government scrutiny and red tape. For example, in 1988 official 
saurces reported that total approved outward investment amounted to $218 
million, but in Thailand alone, the host country claimed that $2.1 billion in 
investment from Taipei, China was approved. 

From Taipei, China’s official sources, the biggest outward investment 
is to the United States. Besides the objective of expanding the U.S. market 
for Taipei, China’s products, one important reason for Taipei, China to 
invest in the United States and other developed countries is to have access 
to new technology. Hong Kong and Taipei, China also invest in the United 
States in traditional industries such as clothing and consumer electronics 
in big U.S. cities to tap the low-cost Chinese labor there. Some petrochemi- 
cal firms from Taipei, China invest abroad because of increasing environ- 
mental protection measures undertaken by the authorities at home. 

In Southeast Asia, official statistics of Taipei, China indicate that 
Malaysia and the Philippines are its major host countries. However, it is 
probable that Thailand is the largest recipient country of FDI from Taipei, 
China. In Malaysia, such FDI mainly goes to textiles, chemicals, and 
electronic and electrical products; in the Philippines, to chemical in- 
dustries; and in Thailand, to electronic and electrical products, metal and 
paper products, toys and plastic footwear industries. Investors from Taipei, 
China have shown very keen interest in investment in the People’s 
Republic of China, particularly in the Fujian Province with which there are 
cultural and language affinities. According to official sources of the People’s 
Republic of China, Taipei, China’s outward investment in the People’s 
Republic of China was about $200 million. This must be an underestimation 
as a great deal of investment went through Hong Kong and overseas 
Chinese in Southeast Asia and the United States. 

Singapore’s outward investment is not large compared with that of 
Hong Kong and Taipei, China but it is clearly increasing. Singapore-based 
firms which invest outside of the country are mainly manufacturers and 
conglomerates involving a range of activities, including manufacturing, real 
estate and hotels.? Many Chinese family firms are actively involved in the 


20. See Linda Y.C. Lim and Pang Eng Fong, Foreign Investment and Industrial Restructuring in 
Malaysia, Singapore, Taiwan and Thailand (Paris: OECD Development Centre, 1991). 
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service sector (construction, real estate and hotel projects) in other Asian 
countries. State-owned enterprises in Singapore are also involved in outward 
investment. 

Singapore’s outward investment in the manufacturing sector of 
Malaysia is most significant, evidently because of geographical proximity 
and abundance of natural resources, land and labor in Malaysia. 
Singapore’s investment in neighboring Johor has been huge and is increas- 
ing rapidly. This is in line with the development of a growth triangle with 
Singapore as the center linking Johor in Malaysia and Batam Island in 
Indonesia. Many non-manufacturing projects overseas are undertaken by 
both private and state-owned enterprises in Singapore such as construc- 
tion, hotel projects and trading in the People’s Republic of China and 
container depot construction in Bangkok. 

The Republic of Korea’s outward investment began to pick up only 
after 1986,21 though the first outward investment (lumber in Indonesia) 
was made as early as 1968. As of June 1990, the Republic of Korea’s 
accumulated outward investment amounted to $1.85 billion in 1,071 
projects, 87 per cent of which was undertaken during the period 1986-1990. 
Outward investment was given a strong impetus in and after 1986 in which 
year for the first time the country gained a substantial trade surplus. 
Financial liberalization then followed and gave Korean firms even more 
impetus to invest abroad. Of course, the basic motivation comes from the 
changing comparative advantage and rapid industrial restructuring in the 
domestic economy. Wage hikes in 1986-1989 were also a cause of outward 
investment in manufacturing activities. 

Manufacturing and mining capture the largest proportions of the 
Republic of Korea’s outward investment, the former representing 47 per 
cent and the latter 20 per cent of the total approved outward investment. 
In terms of geographical distribution, North America accounts for about 50 
per cent of the total because one motivation of Korean firms is to gain access 
to new technology developed in advanced countries. At the early stages, 
Korean outward investment aimed at natural resources and markets. At 
present, Asia accounts for 29 per cent of total Korean outward investment; 
Korean firms are also active in trading investments. In 1991 about 14 per 
cent of Korea’s approved outward investment was in trading. 

The prospects seem to be that the Republic of Korea’s outward invest- 
ment will increase very rapidly in the near future. By 1992 it has removed 
many of its restrictions on international capital. It is expected that outward 
investment will take a sharp upturn as in the case of Taipei, China’s foreign 
exchange deregulation in 1987. But, on the other hand, the once again 
worsening balance-of-payments situation of the Republic of Korea might 


21. For an account of the Republic of Korea's outward investment, see Yongwook Jun. "The Pattern of 
Korea’s FDI and its implication for China's Internationalization" (Paper presented at the 19th PAFTAD 
Conference, Beijing, 27-29 May 1991). 
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produce some negative effects on capital outflows. Nonetheless, there is 
little question that Asia will become an increasingly important host region 
for Korean firms. The major recipient countries of Korean FDI are In- 
donesia, Malaysia, Thailand, Philippines and Singapore in descending 
order. In 1990 the Republic of Korea’s outward investment in these five 
countries was 35 per cent of the total, much higher than the past 20 years. 
Many manufacturing firms can only survive in the face of a strong won and 
hiking wages if they relocate their production to lower-cost countries. With 
rising protectionism in Europe and America, investing in Southeast Asia 
serves to by-pass trade restrictions and retain Generalized System of 
Preferences (GSP) benefits. There is also some indication that Korean firms 
are already finding a tier of countries next to ASEAN to invest in manufac- 
turing. Korean firms have invested or have shown interest in Myanmar, 
Viet Nam and some South Asian countries. Another notable change is that 
small and medium Korean firms have increasingly participated in outward 
investment. They accounted for less than 3 per cent of total outward 
investment before 1985 and about 12 per cent as of June 1990. Most of these 
firms engage in labor-intensive production and can remain internationally 
competitive only if they relocate part of their production processes to 
lower-cost countries. For the few big firms, interdependence is severe and 
the move of one firm to invest in a particular country will lead to other big 
firms doing the same. Korean firms have also been increasingly interested 
in investments in the People’s Republic of China. At the end of 1990, the 
Korean government approved 66 projects amounting to $81 million in the 
People’s Republic of China, mostly in manufacturing electronic and electri- 
cal products, footwear, and musical instruments.?? 


Policy Responses 


Foreign capital plays an important part in economic development and 
is often an essential element in the economic transformation of developing 
countries. However, there are successful and unsuccessful cases of 
economic development under massive external resources inflows. It is 
important to look at the policy aspects of international financial flows from 
the viewpoint of recipient and donor countries and multilateral agencies. 


Recipient Countries 
To attract and facilitate the effectiveness of foreign capital inflows, 


recipient countries must undertake structural adjustment and policy 
reforms. These are important to attract continuous foreign capital inflows 


22. See Jun, op cit. 
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and increase the ability of the recipient country to absorb foreign capital. 
Trade liberalization and financial stability are the most important ele- 
ments of policy reforms in this regard.^? External resources should be 
regarded as a means to an end; in the long run, a developing country must 
be able to generate sufficient domestic resources to finance its own develop- 
ment. Thus, in the course of using external resources, measures must at 
the same time be undertaken to promote domestic resource mobilization. 
Structural adjustment and policy reforms are therefore necessary. Prudent 
fiscal, monetary and exchange rate policies are essential for financial 
stability which in turn gives rise to low inflation and a conducive environ- 
ment for saving and investment. Trade liberalization in conjunction with 
setting a realistic exchange rate is a prerequisite for export promotion. The 
contrasting experiences of using foreign capital in the cases of East Asia 
and Latin America illustrate that an outward-looking developing strategy 
fares better than an inward-looking one in improving foreign capital supply 
and making the best use of external resources. 

It seems that after a certain threshold in economic development 1s 
passed, a developing country will increasingly shift from official flows to 
private flows. FDI is very often the most preferred type of financial flow. 
It is therefore important for developing countries to formulate policies for 
the promotion of FDI. But discussions on host country policies towards FDI 
do not have a general consensus. The literature on FDI policies has two 
strands: one dealing with the general investment environment and the 
other relating specifically to FDI. There is a greater consensus on the 
general economic environment which is conducive to foreign investment. 
Most economists accept the argument that a stable and predictable macro- 
economic environment arising from political stability and prudent macro- 
economic policies is most important. An export-oriented trade regime, on 
the other hand, would be important for deriving the most benefits from FDI. 

There is much less consensus on the importance of specific policies to 
attract FDI. Most authors and empirical findings tend to be skeptical of the 
value of FDI incentives such as tax concessions. Some studies of developed 
countries (notably the United States) conclude that the effect of taxes on FDI 
is quite strong.?^ Notwithstanding the methodology and data problems of 
such studies, one tends to question whether such a causal relationship for 
developed countries means that a similar relationship exists in developing 
countries. Shah and Slemrod in a recent study of Mexico find that in addition 
to the tax regimes, the general economic conditions and the regulatory 


23. Maxwell J. Fry, "Mobilizing External Resources in Developing Asia: Structural Adjustment and 
Policy Reforms”, Asian Development Review, vol. 9, no. 2 (1991), pp. 14-39. 

24. Forexample, see David G. Hartman, "Tax Policy and Foreign Direct Investment in the United States", 
National Tax Journal, vol. 37 (December 1984); and Michael J. Boskin and W.G. Gale, "New Results on 
the Effects of Tax Policy on the International Location of Investment", in T'he Effects of Taxation on Capital 
Accumulation, ed. Martin Feldstein (Chicago: University of Chicago Press, 1987). 
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environment are also of great importance in affecting FDI flow to Mexico.?5 
This is easy to understand as tax concessions are important only if a business 
makes money. Whether a business is profitable depends on the general 
economic environment and investment climate. If incentives are provided, a 
question is whether the incentives should be linked to performance require- 
ments. In the Republic of Korea, targets were set for foreign firms to fulfill. 
In many countries, incentives are only provided to foreign firms which export 
_ a high proportion of their products, using a high proportion of local inputs, 
or importing high-level technologies. It seems that these policies alone would 
not bring significant benefits to the host country unless parallel policies are 
implemented to complement such FDI policies. For example, if the local 
supply of inputs is inadequate and substandard, forcing foreign firms to use 
local inputs would result in costly distortion of resource allocation. Improving 
the level and capability of technology could perhaps be done through other 
more direct measures. Also, host countries are highly competitive among 
themselves. The concessions given by one country will soon be followed by 
other competing countries. In the end, the incentives will produce no distinct 
effect to attract FDI. | 

Im regard to the policy of restricting the foreign ownership ratio and 
foreign operations to certain types of industries, while there might be good 
political reasons for doing so, it is not economically sound to adopt such a 
policy. It is often argued that restricting foreign ownership helps to 
promote domestic entrepreneurship. However, the consensus seems to be 
that breeding domestic entrepreneurship requires a whole package of 
policies which cannot possibly be replaced by a policy of foreign ownership 
restriction alone. 

Sometimes, a developing country may not want to give concessions to 
foreign investors on an economywide basis. The setting up of export 
processing zones (EPZs) or special economic zones (SEZs) as a policy 
instrument "is the realization by the government that neither domestic nor 
foreign firms can take advantage of the potential profit-making oppor- 
tunities in the export sector without certain facilities or conditions which 
the government is unwilling or unable to provide on an economy-wide 
basis".26 There is a considerable literature on the cost and benefits of EPZs 
established in developing countries.?? There is, however, relatively little 
attention paid to the importance of such zones in attracting FDI. Attention 


25. Anwar Shah and Joel Slemrod, "Do Taxes Matter for Foreign Direct Investment’, The World Bank 
Eccnomic Review, vol. 5, no. 3 (1991). 

26. David Wall, "Export Processing Zones", Journal of World Trade Law (September-October 1976). 

27. Peter Warr, "The Jakarta Export Processing Zones: Benefits and Costs", Bulletin of Indonesian 
Economic Studies, vol. 19, no. 3 (1983); Peter Warr, "Korea's Masan Free Export Zone: Benefits and Costs", 
The Developing Economies, vol. 22, no. 2 (1983); and Peter Warr, "Export Promotion via Industrial 
Enclaves: The Philippine's Bataan Export Processing Zone", The Developing Economies, vol. 26 (March 
` 1987). 
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is usually paid to the importance of EPZs in generating output, employment 
and exports, or in achieving the goal of regional development. In fact a more 
interesting question is whether EPZs can be employed as a policy instru- 
ment to attract FDI. 

In the Republic of Korea; Malaysia; Singapore; and Taipei, China it is 
evident that EPZs have been able to attract FDI. But this was not the case 
for many of India’s EPZs. It should be noted that the setting up of EPZs 
alone does not create comparative advantage. To attract investors, both 
local and foreign, a country must first have a potential comparative ad- 
vantage in some production lines. Moreover, there must be adequate in- 
dustrial and physical infrastructure already in existence or to be built at 
or in the vicinity of the zone. To attract foreign investors, the location of 
the zone should also be in the path of international transportation routes. 
Then, the firms operating in the zone must be totally exempted from those 
restrictions which obstruct the flow of resources into the export sector. In 
the Indian experience, the Kandla EPZ was established at a wrong location 
and given another purpose (regional development); investors in the Santa 
Cruz EPZ near Bombay were only given half-hearted exemptions from 
restrictions. 

In South China, the Shenzhen Special Economic Zone has been able 
to attract a huge amount of FDI, but mostly from Hong Kong. Moreover, in 
the earlier years of its development, the central government has to pour a 
huge amount of resources into the zone for the construction of infrastruc- — 
ture. Shenzhen was then said to have lived on "blood transfusion". Without 
the support of Hong Kong, it is questionable whether Shenzhen could have 
the achievements of today. It is also of interest to note the even more 
flourishing Pearl River Delta area which surrounds the Shenzhen SEZ. The 
Pearl River Delta area does not enjoy the tax and other concessions given 
to investors in the SEZ. But, on the other hand, the Pearl River Delta area 
enjoys the benefits of less bureaucracy and more flexibility because unlike 
the SEZ it 1s not directly controlled by the central government. At the same 
time, the Pearl River Delta area shares the locational advantage and 
infrastructure of the SEZ. This example demonstrates that tax and other 
concessions are not necessarily the most important incentives for attract- 
ing FDI. 


Donor Countries 


First, it is most important for donor countries to bear in mind that the 
stability and predictability of external financial flows are even more im- 
portant than the amount of flows for developing countries. Unstable and 
unpredictable flows disrupt the development programs of recipient 
countries and cause misallocation of resources. It is unfortunate that some 
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degree of instability in bilateral flows is witnessed, sometimes because of 
business cycles but often because of shifting political security or military 
objectives and geographical focuses. Aid provided by the United States is 
a case in point. Donor countries should ensure that they do not change the 
aid policy towards a recipient country abruptly. Moreover, coordinated 
efforts by donor countries are necessary for improving the effective use of 
external resources by recipient countries. 

Second, donor countries should try to participate in building in- 
frastructure and investing in human capital. They must try to support 
morally and financially policy reforms and structural adjustment under- 
taken by recipient countries. When donor countries shift their objectives 
and focus of aid, they must do so slowly and give full consideration to 
domestic conditions in recipient countries. For example, the emphasis of 
donor countries was shifted among import substitution, poverty alleviation 
and export promotion at different times. More recently, issues related to 
women in development and environmental protection come to the fore. It 
is sometimes difficult for recipient countries to make adjustments to ac- 
commodate such changes in focus. 

Third, bilateral flows should as far as possible not be trade-tied. Such 
conditional aid necessarily reduces the efficiency and effectiveness of 
recipient countries in their use of foreign capital inflows. 

Fourth, donor countries must take the long-term development objec- 
tives of recipient countries into consideration. In the end, what developing 
countries need is not aid, but trade and investment. In the course of capital 
transfer, measures must also be undertaken by donor countries to transfer 
technology and skills so as to build up the production capacity of recipient 
countries. Donor countries must also give market access to developing 
countries so that in the end trade will replace aid. 

Fifth, financial flows for humanitarian reasons and poverty allevia- 
tion should be sustained for the low-income, least-developed countries even 
if their economies are highly distorted and policy reforms are not forthcom- 
ing. For higher-income developing countries, aid should be provided only 
if they are prepared to undertake the necessary structural adjustment and 
policy reforms. 


Multilateral Agencies 


First, in view of the importance of structural and policy reforms as 
prerequisites for foreign capital inflows to developing countries,?8 multi- 


28. The Asian Development Bank introduced program lending in 1978 and anew program lending facility 
in late 1987 to support policy adjustments and medium-term sector development programs similar to the 
sector adjustment loans provided by the World Bank. See Johnson, op. cit. 
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lateral agencies should place sufficient emphasis on program lending. While 
multilateral agencies should continue to provide project lending facilities, 
FDI and the private financial market can sometimes do a better job. 

Second, multilaterals should continue to intensify and diversify their 
lending programs and facilities and various banking services to the private 
sector and also extend sector loans without government guarantee. The 
existence of a dynamic, viable private sector is a guarantee of successful 
economic development. It is important for multilateral agencies to assist 
private enterprises in developing countries in mobilizing foreign and 
domestic resources. 
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Real Exchange Rates, Price 
Competitiveness and Structural 
Adjustment in Asian and 
Pacific Economies 

Ponciano S. Intal, Jr.* 


policy consensus; it is also the emerging policy bias in a number of 

developing countries. Economic outwardness entails: (1) a relative- 
ly neutral policy stance between exports and import substitutes, and (ii) a 
relatively open domestic economy towards foreign market competition, 
technology and investments. Economic outwardness—together with the 
fostering of competition domestically, a simple, transparent and flexible 
. government regulatory framework, and investments in human capital 
formation—strengthens the linkages of a country with the rest of the world 
and facilitates the flow of products, resources and technology that are 
essential in the drive to improve labor and total productivity domestically, 
which ultimately determines the robustness of the country's trade, growth 
and welfare performances.! 

This article highlights the importance of a realistic and competitive 
real exchange rate for attaining economic outwardness and supporting 
robust economic growth. The article describes the real exchange rate 
realignments in Asian and Pacific developing economies during 1975—1990 
which contributed to the industrial restructuring and changing compara- 
tive advantage of the developing countries in the region during the period. 
Finally, the article looks into the various exchange rate adjustment ex- 
periences in developing Asia, thereby bringing out the importance of ap- 
propriate timing and complementary macroeconomic policies. 


E conomic outwardness is a critical pillar of the new development 


* President, Philippine Institute for Development Studies, and Associate Professor, University of 
the Philippines at Los Banos. The research assistance of Mr. Jose Antonio R. Tan III is gratefully 
acknowledged. 

1. See World Bank, World Development Report 1991 (Washington, D.C., 1991). 
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The Central Role of the Real Exchange Rate in 
Economic Outwardness 


Central to economic outwardness is the attainment and maintenance 
of a realistic and competitive real exchange rate. Normally, the exchange 
rate is defined as the price of one currency relative to another currency or 
a basket of currencies. This is the nominal exchange rate. In analyzing the 
role of exchange rate in foreign trade, however, there is a need to focus on 
the real exchange rate, which is the price ratio of tradables to non-tradables 
in a country. Tradables are exportables or importables. For small 
ecanomies, the prices of exportables or importables are determined by the 
world prices of exportables and imports, the nominal exchange rate, and 
whatever tariffs, export taxes and subsidies are levied in the country onits 
exports or imports. Non-tradables, by definition, are not traded interna- 
tionally; hence, the prices of non-tradables are determined by the interplay 
of domestic demand and domestic supply forces for non-tradables. Assum- 
ing a given terms of trade between exports and imports, the real exchange 
rate is the weighted average of the relative price of exportables to non- 
tradables and the relative price of importables to non-tradables; i.e., 


o P Pd + (1-9)P M 








RER = Py (1) 
w W 
2 E.P ; + (1-¢) E.Py 
Py Py 
where 
RER = real exchange rate, 
P2; (B = domestic price of exportables (importables), 
PW. (P¥) = world price of exportables (importables), 
Py = domestic price of non-tradables, 
E = nominal exchange rate, and 
go; (I-@) = price weight of exportables (1mportables). 


It is apparent from the above formula (defined exclusive of taxes, 
tariffs and subsidies) that the exchange rate has far-reaching effects on the 
economy. A change in the exchange rate affects all economic sectors, either 
positively or negatively in varying degrees. Thus, for example, a real 
depreciation of the domestic currency: 


(i) raises the local currency prices of exportables relative to non- 
tradables, thereby encouraging the production of exportables 
relative to non-tradables; 
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(ii) contributes to improved price competitiveness of domestic ex- 
ports vis-a-vis competing exports of the rest of the world, thereby 
further encouraging domestic exports; 


(iii) raises the local currency prices of imports, thereby raising the 
profitability of domestic production of import substitutes relative 
to non-tradables if the prices of import substitutes are raised 
similarly and/or increases the domestic market share of import 
substitutes relative to imports if the prices of import substitutes 
are comparatively held down; 


(iv) encourages the production of goods that rely more on domestical- 
ly produced (and sourced) inputs; and 


(v) encourages the production (and export) of labor-intensive 
products considering that labor is relatively non-tradable with 
the wage rate domestically determined; this is important for 
labor-surplus countries. 


The above discussion shows that a realistic and competitive real 
exchange rate encourages both export development and import substitu- 
tion. Moreover, a realistic and competitive real exchange rate encourages 
import substitution in a non-distortive way; i.e., all import substitutes are 
affected by a real exchange rate change proportionately. In contrast, tariff 
protection as a means of import substitution tends to be more indis- 
criminate and distortive across industries because of the commodity 
specificity of tariffs and the political economy of tariff formation and 
adjustment. A realistic real exchange rate complements a tariff reform 
program aimed at reducing tariffs and making them more uniform across 
industries. A realistic and competitive real exchange rate and lower and 
more uniform tariffs encourage a more efficient import substitution 
process. As a result, the country takes less time to gain comparative 
advantage in a number of the import substitutes in accordance with the 
changing resource endowments and technological capability of the country, 
thereby contributing over time to export diversification and growth (i.e., 
"export substitution"). 


The (Free Trade) Equilibrium Real Exchange Rate and 
Exchange Rate Misalignment 


What is a realistic and competitive real exchange rate? Although it is 
difficult to be empirically precise about it, a realistic real exchange rate 
means that the actual exchange rate is not substantially overvalued and 
hews closely to the "equilibrium real exchange rate". A realistie and com- 
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petitive real exchange rate means that the actual real exchange hews. 
closely to the "free trade equilibrium real exchange rate" where there are 
no tariff and non-tariff barriers to international trade. 

The (free trade) equilibrium real exchange rate is the relative price of 
tradables to non-tradables that results in internal and external equilibria, 
given the sustainable values of variables like the terms of trade, domestic 
taxes and technology. Internal equilibrium means that the market for 
non-tradables clears in the current period and in the future; external 
equilibrium means that the current account balance is equal to a sus- 
tainable level of capital flows. The equilibrium real exchange rate changes 
accordingly with changes in the fundamental variables affecting internal 
and external equilibria. The fundamental determinants of the (free trade) 
equilibrium real exchange rate include the external terms of trade, inter- 
national transfers, including aid flows, world real interest rates, and 
technological progress at home.? 

For example, a secular deterioration in the external terms of trade 
tends to lead to a depreciation of the (free trade) equilibrium real exchange 
rate. Similarly, negative net resource transfers (i.e., transfers to the rest 
of the world) which lead to a fall in real income and expenditures and 
therefore in prices of non-tradables, tend to result in a (free trade) equi- 
librium real exchange rate depreciation. A sustained improvement in 
productivity relative to other countries leads to increases in real wages and 
therefore in prices of non-tradables and, hence, appreciation of the (free 
trade) equilibrium real exchange rate. 

The actual real exchange rate differs from the (free trade) equilibrium 
real exchange rate in that the former is also determined by tariff and 
non-tariff barriers and by macroeconomic pressures, i.e., fiscal and monetary 
variables. When there are large and sustained divergences between the 
actual and (free trade) equilibrium real exchange rates, real exchange rate 
misalignment (usually a real currency overvaluation) ensues. 

The emerging consensus in the economic literature is that gross 
exchange rate overvaluation retards growth and development. Pfefferman 
presents the negative link between overvalued exchange rates and develop- 
ment starkly in terms of the following seven propositions:? 


Gi)  "Overvalued exchange rates undermine exports’ and import sub- 
stitutes and ultimately export growth and diversification. This 
proposition has been explicated in the discussion in the preceding 
section of this article. 


2. S. Edwards, Real Exchange Rates, Devaluation and Adjustment: Exchange Rate Policy in Developing 
Countries (Cambridge, Mass.: The Massachussetts Institute of Technology Press, 1989). 

3. G. Pfefferman, "Overvalued Exchange Rates and Development", Finance and Development (March 
1985), pp. 17-19. 
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Gi) "Overvalued exchange rates harm agriculture", which accounts 
for most of the poor of the developing world. This arises from 
agriculture being primarily a tradable sector and from the heavy 
industrial protection system that usually accompanies a grossly 
overvalued exchange rate. 


(iii) "Overvalued exchange rates stimulate imports", inasmuch as 
imports are unduly cheapened. 


(iv) “Overvalued exchange rates breed protection against imports’, 
in part as a reaction of producers of import substitutes 
threatened by relatively cheaper imports. 


(v) "Overvalued exchange rates promote rent-seeking economies", 
especially if the protection system attendant to the overvaluation 
of the exchange rate is pervasive, indiscriminate and high. 


(vi) "Overvalued exchange rates destabilize the capital account and 
often precipitate debt crisis’, as the inconsistency in the under- 
lying policies that underpin the exchange rate overvaluation 
ultimately exerts pressure on the balance of payments which is 
exacerbated by capital flight. 


(vii) "Overvalued exchange rates do not help curb inflation", inas- 
much as the inflationary effect of an eventual large devaluation 
could cancel out the "price deflationary effects" of the overvalua- 
tion of the exchange rate in the interim. 


Precisely because of the powerful, pervasive and all-embracing impact 
of the real exchange rate on the economy, attaining and maintaining a 
realistic and competitive real exchange rate consistent with an open and 
liberal trade regime is central to the robustness of the economy’s economic 
outwardness and export development. 


Real Exchange Rate Behavior, Price 
Competitiveness and Shifts in Comparative Advantage 


The real exchange rate provides a good indication of the degree of 
international price competitiveness of a country’s tradable sector. A real 
exchange rate depreciation implies that the cost of producing a unit of: 
tradable good in terms of non-tradables decreases. Thus, assuming no 
change in the relative prices in the rest of the world, a real exchange rate 
depreciation increases the price competitiveness of a country’s tradables 
relative to the rest of the world. Conversely, a real exchange rate apprecia- 
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tion results in a deterioration in the price competitiveness of the country’s 
exportables and importables relative to the rest of the world. 

The real exchange rate formula in Equation 1, while simple and clear 
analytically, is difficult to construct empirically because of data constraints 
especially in developing countries. Invariably, a real exchange rate index 
is constructed as follows: 


f 
RER = E 





(2) 


where £ is the nominal bilateral (or effective) exchange rate index, with 
the effective rate defined as a weighted basket of currencies; Pf is the 
general price (either wholesale price index or consumer price index) of the 
bilateral trading partner or a weighted group of trading partners; and P? 
is the general price index (almost always the consumer price index) of the 
home country. The use of the foreign wholesale price index as proxy for the 
foreign price index is preferable to the use of the foreign consumer price 
index because the wholesale price index is preponderantly composed of 
prices of tradable goods. For the domestic price index, it is preferable to 
use the consumer price index because it gives more weight to non-tradables 
than the wholesale price index. 

The major trading partners of most developing countries are the major 
developed countries. As a result, many developing countries compete among 
themselves as exporters to the developed country markets. To capture the 
changing price competitiveness of the tradable sector of one developing 
country relative to the tradable sector of another developing country, a "price 
competitiveness index" can be constructed as follows: 





RER; | 
PCL, = RER, (3) 


where PCI; ; is the price competitiveness index of country J with respect to 
country i. A reduction in PCI: means that the tradable sector of country j 
has become less price competitive vis-à-vis the tradable sector of country 
i. The reduction in the price competitiveness of country j can result from 
real exchange rate appreciation in country j, given country it’s real exchange 
rate or from real exchange rate depreciation in country i, given country Ps 
real exchange rate or both. 

Real bilateral and effective exchange rate indices for selected Asian 
countries during 1975—1990 are presented in Tables 1 to 3. The bilateral 
exchange rate indices are with respect to the United States. The effective 
exchange rate indices were computed based on the five major export 
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partners of each country; export shares were used as weights which were 
changed every five years. (Export shares were used to highlight export 
development and price competitiveness in third markets. Nonetheless, 
indices using import shares showed similar results as the indices using 
export shares; thus, indices using total trade weights can be expected to 
show similar results.) 


Real Exchange Rate Behavior in the Asian and Pacific Region 


Table 1 presents the real bilateral and effective exchange rate indices 
for the Asian newly industrializing economies (NIEs). These economies 
share one common experience: their currencies have largely appreciated in 
real terms by 1990 relative to 1975. Nonetheless, in the interim, the 
behavior of their exchange rates differs with one another. The Republic of 
Korea suffered significant real exchange rate appreciation during 1975— 
1979 before a substantial won devaluation in 1980 led to a real depreciation 
of the won during the first half of the 1980s; since 1986, the won has 
continuously appreciated. Taipei, China experienced a relatively stable 
real exchange rate during 1975-1985; afterwards, the New Taiwan dollar 
appreciated significantly.* Hong Kong and Singapore had relatively higher 
real exchange rates than in 1975 during much of the period except in 1990. 
The real exchange rate depreciation in Hong Kong was caused by a series 
of nominal depreciations of the Hong Kong dollar during the early 1980s. 
Singapore's real exchange rate depreciation stemmed from its low inflation 
rate relative to its trading partners during the period. The exchange rate 
behavior of Hong Kong, Singapore and Taipei, China does not appear to be 
systematically linked with the movement of the external terms of trade; 
indeed, Singapore's real exchange appreciation in the late 1980s occurred 
with some deterioration in the external terms of trade. In contrast, the 
Republic of Korea's real exchange rate tends to appreciate when its exter- 
nal terms of trade improves. 

Among four countries of the Association of Southeast Asian Nations 
` (ASEAN-4) (Indonesia, Malaysia, Philippines and Thailand), Indonesia 
undertook the most drastic real exchange rate depreciation during the 
period in conjunction with the major devaluations of the rupiah in 1978, 
1983 and..1986 (see Table 2). Indonesia’s terms of trade improved during 
the latter 1970s and deteriorated during 1983-1987. Malaysia's real 
bilateral exchange rate appreciated moderately during the latter 1970s and 
then depreciated moderately during the 1980s. In contrast, Malaysia's real 
effective exchange rate depreciated during the latter 1970s, appreciated 
during the early 1980s and then depreciated during the latter 1980s, 


4. References to Taipei, China are to the island of Taiwan. 
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reflecting in part the real depreciation of the yen vis-a-vis the dollar during 
the latter 1970s. The depreciation of the Malaysian real bilateral exchange 
rate during the 1980s and the real effective exchange rate during the latter 
1980s resulted from the flexible nominal exchange rate changes and, more 
importantly, lower inflation rates than its major trading partners during 
the latter 1980s. 

The Philippines experienced real exchange rate appreciation during 
the latter 1970s; the corrective real exchange rate depreciation in 1983— 
1984 was, however, quickly dissipated during the rest of the 1980s until 
another modest depreciation in 1990. The Philippine external terms of 
trade largely improved during the latter 1970s, deteriorated during 1980— 
1983 and then largely improved during the latter 1980s. The Philippine 
external terms of trade was very volatile during the period which may have 
made balance-of-payments management more difficult. Thailand's real 
exchange rate was relatively stable, especially the bilateral rate, during 
1975—1990, except for a moderate real depreciation in 1984 resulting from 
the devaluation of the baht. The relative stability of the real exchange rate 
occurred despite the deterioration of the external terms of trade during 
1975—1982. 

The People’s Republic of China successfully effected a substantial real 
exchange rate depreciation during 1975-1990 (see Table 2). The substan- 
tial depreciation occurred at the same time that the external terms of trade 
remained relatively stable. Papua New Guinea’s real bilateral exchange 
rate followed a cycle of real appreciation, then real depreciation, followed 
by real appreciation and then real depreciation (see Table 3). This cycle 
was caused primarily by the corresponding nominal appreciations and 
depreciations of the kina. Papua New Guinea’s effective real exchange rate 
was relatively volatile, reflecting the country’s heavy reliance on Japan for 
its trade and the volatility of the yen vis-à-vis the U.S. dollar. Fiji achieved 
real exchange rate depreciation during the latter 1980s very modestly in 
bilateral terms but significantly in effective real exchange rate terms. The 
real exchange rate depreciated despite a significant improvement in the 
country’s external terms of trade. 

The South Asian countries experienced significant real exchange rate 
depreciations during the 1975-1990 period (see Table 3). The most 
noteworthy is Sri Lanka which successfully undertook a drastic nominal 
(and real) devaluation of the Sri Lankan rupee in 1977 despite a sharp 
improvement in its external terms of trade. The Sri Lankan rupee has been 
depreciating in nominal terms yearly since 1980, thereby enabling Sri 
Lanka to maintain the large real depreciation of 1977 in the face of the 
deterioration of its external terms of trade. India’s real exchange rate 
depreciated significantly also, even as its external terms of trade improved 
secularly during the period. Similarly, Pakistan experienced real exchange 
rate depreciation as its external terms of trade deteriorated during the 
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latter 1980s. Bangladesh had the smallest real exchange rate depreciation 
among the South Asian countries by 1990, because the real effects of the 
nominal depreciations of the taka in 1981, 1982 and 1985 were increasingly 
eroded by relatively higher inflation at home. 

To sum up, Tables 1 to 3 indicate that during the period 1975-1990, 
the real exchange rates of the NIEs largely appreciated, those of the 
labor-surplus, low-income Asian countries (especially the People’s Republic 
of China, Indonesia and Sri Lanka) depreciated substantially, and those of 
the middle-income ASEAN countries G.e., Malaysia, Philippines and 
Thailand) depreciated very moderately. 


Real Exchange Rate Realignments and 
Industrial Restructuring in the Asian and Pacific Region 


The changes in the real exchange rates across the region shaped the 
changing pattern of comparative advantage during the period. Indeed, the 
real exchange rate realignments accelerated the process of structural 
adjustment in the Western Pacific rim along the lines of what Akamatsu 
has termed the "flying wild geese" pattern. The "flying wild geese” 
hypothesis describes the shifting comparative advantage from the more 
developed countries to the lesser developed countries as the former move 
up in the technology and skill ladder and de-emphasize production and 
exports of goods requiring low skills and less sophisticated technology. 

The impetus of the recent industrial restructuring in the Western 
Pacific rim was the rise in labor costs in Japan and increasingly in the NIEs 
ana the sharp appreciation of the yen after the Plaza Accord of 1985 (which 
sought an orderly appreciation of the major non-dollar currencies), followed 
by zhe appreciation of the New Taiwan dollar and the Korean won since 
1986. The industrial restructuring process led to the acceleration of direct 
investment flows from Japan to the NIEs, the People's Republic of China 
and the ASEAN countries as well as from the NIEs to the People's Republic 
of China and the ASEAN. The investment flows represent the growing 
veriical and horizontal integration of production processes within the 
Western Pacific region in order to minimize labor and overall production 
costs. Much of intra-Asian direct investment flows in recent years has been 
in export-oriented, primarily (low and semi-skilled) labor-intensive 
enterprises. 

Table 4 presents Japan's direct investment flows to Asian countries 
during the 1980s. The table indicates the acceleration in investment flows 
after the 1985 Plaza Accord. Historically, much of Japanese foreign invest- 


5. K. Akamatsu, "A Historical Pattern of Economie Growth", The Developing Economies, Preliminary 
Issue, no. 1 (1962), pp. 3-25. 
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ments in manufacturing in Asia has centered on the NIEs, with Hong Kong 
and Singapore being also used as coordination bases. Japan’s investment 
in the ASEAN-4 has historically centered on resource-extracting industries 
in Indonesia; in recent years, however, the investment flows for export- 
oriented manufacturing has been moving to the ASEAN-4, especially 
Thailand. It may be noteworthy that in 1989 the number (although not in 
value) of Japan's foreign investments in the ASEAN-4 exceeded the number 
of its investments in the NIEs. The growing competitiveness of the ASEAN- 
4 (and the People's Republic of China) vis-à-vis thé NIEs as a production 
base for labor-intensive industries is also reflected in the growing invest- 
ment flows from the NIEs to the ASEAN-4 (and the People's Republic of 
China) (see Table 5). From Table 5. we see that in terms of investment 
approvals, investment flows from the NIEs to the ASEAN-4 during the 
1980s nearly matched the level of investment flows from Japan to the 
ASEAN-4. 

Among the ASEAN-4 economies the Philippines has been the least 
successful in attracting direct investments from Japan and the NIEs as well 
as in export performance. Despite the good rating given by foreign investors 
on the quality of Filipino manpower, the Philippines has suffered from 
perceptions of political instability, policy inconsistency, poor infrastructure 
and less stable macroeconomic environment. The Figure (see page 100) 
provides an additional perspective on the comparatively poor export perfor- 
mance of the Philippines vis-à-vis its ASEAN neighbors, taking note of the 


Table 4: Direct Investments by Japanese Companies, 1978-1989 
($ million) 


1973-1981 1982-1985 1986-1989 1989 
Number Value Number Value Number Value Number Value 


NIEs 1838 2,308 1,615 3,382 3,095 12,275 762 4,900 


ASEAN-4 869 4,437° 938 2,549 1,941 6,331 789 2,782 
China, People’s Rep. of 16 52 - 235 482 2,186 126 438 
South Asia I 50 34 a 121 63 174 23 107 


.. = not available. . 
a dapan's investment in Indonesia in 1981 was $2,434 million. 
Sources: A. Aoki and S. Bando, "South Asia as a Production Base and a Potential Market", RIM: 
Pacific Business and Industries, vol. 2, no. 12 (1991), p. 9; International Monetary Fund, 
International Financial Statistics (Washington, D.C., various issues); Asian Development 
Bank, Key Indicators of Developing Asian and Pacific Countries, vol. 19 (Manila, July 


\ 1988); and Asian Development Bank, Key Indicators of Developing Asian and Pacific 
Countries, vol. 22 (Manila, July 1991). 
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Table 5: Foreign Direct Investment Approvals in ASEAN-4, 
Cumulative Total, 1980-1988 





($ million) 
Fram/To Indonesia Malaysia Philippines Thailand 
Japan 1,210 513 303 1,245 
NIEs 1,673 469 222 594 
Asia 3,759 919 630 1,999 
World 9,374 2,214 2,095 3,332 


Source: J. Riedel, "Intra-Asian Trade and Foreign Direct Investment", Asian Development Review, l 
vol. 9, no. 1 (1991), p. 142. 


comparative deterioration of industrial labor productivity in the Philippines 
relative to its ASEAN neighbors and the People’s Republic of China.® On the 
one hand, the sharp improvement in the price competitiveness of Indonesia, 
the People’s Republic of China and even the South Asian countries vis-a-vis 
the Philippines suggests that the Philippines has been increasingly squeezed 
out of the price-sensitive, labor-intensive, low-end products. On the other 
hand, Thailand’s and Malaysia’s better infrastructure facilities, more effec- 
‘tive export promotion mechanisms and more stable macroeconomic environ- 
ment relative to the Philippines have made them more competitive in the 
more skill-intensive, mid-range products where quality consistency and 
‘delivery reliability are increasingly important in decisions about product 
sourcing and export-oriented foreign investments. 

The low levels of Japanese and NIE investments in South Asia, despite 
the latter’s much lower wage rates relative to the ASEAN-4 and despite the 
primary importance given to "utilization of local labor resources" as motiva- 
tion for Japanese investment in Asia,® may reflect the adverse effects of 
distance (including the paucity of direct air routes to Northeast Asia), poor 
infrastructure, less open economies to trade and foreign investment (except 
for Sri Lanka) and, for Sri Lanka, perceptions of political instability. 


6. Trent Bertrand, Compton Bourne, Ponciano Intal, Mario B. Lamberte, Juan Carlos Protasi and Eli 
` Remolona, Foreign Exchange Liberalization in the Philippine Economy (Manila: United States Agency 
for International Development, May 1992). 

7. F. Alburo et al., Philippine Trade and Investment Regimes: A Comparison with Asian Neighbors, A 
report prepared for the United States Agency for International Development, Manila (Development 
Alternatives, Inc., December 1991). 

8. A Aoki and S. Bando ‘South Asia a Production Base and a Potential Market’, RIM: Pacific Business 
and Industries, vol. 2 na. 12 (1991), p. 10. 
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FIGURE 
Price Competitiveness Index: 
Philippines versus Selected Asian Countries 


| Singapore 
Indonesia V 


R 
Thailand 





1976 1978 1980 1982 1984 1986 1988 1990. 


Source: Author's computations. 


The shifts in comparative advantage and the changing pattern of the 
agro-industrial landscape in the Western Pacific rim, which was ac- 
celerated by the real exchange rate realignments and concomitant intra- 
Asian investment flows, are reflected in the changes in the revealed 
comparative advantage indices (RCAs) of the countries in the region (see 
Table 6). As the table shows, Japan has lost its comparative advantage and 
the NIEs are increasingly losing their comparative advantage in unskilled 
labor-intensive industries while the ASEAN-4 (and especially the People's 
Republic of China) are rapidly gaining comparative advantage in these 
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Table 6: Revealed Comparative Advantage Indices: 


Japan, Asian NIEs, ASEAN-4 and the People’s Republic of China 


Unskilled Labor Intensive 
1970 
1985 
Human Capital Intensive 
1970 
1985 
Technology Intensive 
1970 
1985 
Physical Capital Intensive 
1970 
1985 
Spinning 
1970 
1983 
Weaving 
1970 
1983 
Knitting 
1970 
1983 
Wood Products 
1970 
1983 
Industrial Machinery 
1970 
1983 
Automobiles 
1970 
1983 
Eleztrical Machinery and 
Apparatus 
1970 
1983 
Precision Instruments 
1970 
1983 


..« not available. 


Japan 


Asian 
NIEs 


ASEAN-4 


China, People’s 
Rep. of 


Notes: The revealed comparative advantages (RCAs) according to factor intensity are based on E. 
Chen, “The Changing Role of the Asian NICs in the Asian-Pacific Region Towards the Year 
2000", in Global Adjustment and the Future of Asian-Pacific Economy, ed. M. Shinohara 
and F. Lo (Tokyo: Institute of Developing Economies, 1989). Chen’s data for individual 
countries were aggregated by using the proportionate share to world trade in manufactures 


for 1970 and 1983 as the weights. 


The industry classification by factor intensity is largely arbitrary. Thus, Chen included 
electronic equipment and parts (including semiconductors) under technology-intensive 
goods. This explains the sharp rise in the value of RCA for ASEAN-4 in technology-inten- 


sive industries. 


The RCAs in selected products are taken from F. Lo et al., "Patterns of Development 
and Interdependence Among the East and Southeast Asian Economies", in Global Adjust- 
ment and the Future of Asian-Pacific Economy, ed. M. Shinohara and F. Lo (Tokyo: 


Institute of Developing Economies, 1989). 
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industries. Japan and the NIEs have moved up to the human capital-inten- 
sive and technology-intensive industries. Japan has also improved in 
revealed comparative advantage in the physical capital-intensive in- 
dustries, reflecting Japan’s capital surplus status and the heavy reliance 
of these industries on their domestic markets. The sharp improvement in 
the revealed comparative advantage of the ASEAN-4 in technology-inten- 
sive industries reflects the growth of semiconductors and electrical parts 
industries primarily in Malaysia and the Philippines which are tied to the 
operations of firms in Japan and the NIEs. 


Nominal versus Real Currency Adjustment 
Nominal Official and Black Market Exchange Rate Behavior 


In the late 1970s and during the 1980s, Asian and Pacific economies 
moved towards greater exchange rate flexibility. Almost all the economies 
determine their currencies either on the basis of a basket of currencies (e.g., 
Fiji, India, Malaysia, Papua New Guinea and Thailand) or have a managed 
or free float (e.g., Indonesia, Republic of Korea, Pakistan, Philippines and 
Singapore). The greater exchange rate flexibility, however, did not prevent 
the occurrence of substantial exchange rate misalignments that led to 
currency devaluations. Moreover, the greater exchange rate flexibility did 
not preclude the presence of foreign exchange control in a number of 
countries. Nonetheless, the 1975—1990 period saw the general easing of 
foreign exchange control towards liberalized foreign exchange markets. 

The Republic of Korea and Pakistan were the last holdouts of the fixed 
exchange rate system in the 1970s among the selected major economies (see 
Table 7). Using the black market premium as an indicator of the severity 
of foreign exchange control, Table 7 indicates that foreign exchange control 
is no longer a pervasive presence in the Asian and Pacific landscape, except 
for Bangladesh and, at times, the People's Republic of China. For the most 
part, foreign exchange control was only resorted to temporarily before a 
balance-of-payments crisis and tended to be reduced when the balance-of- 
payments problem eased up. 

A closer look at Table 7 suggests that the selected economies can be 
classified into four groups in terms of exchange rate adjustment; namely, 
the market adjusters, the forward-looking or aggressive adjusters, the 
reluctant adjusters and the foreign exchange disequilibrium group. The 
market adjusters are countries that tend to let the foreign exchange market 
dictate the course of the nominal exchange rate; consequently, no sig- 
nificant exchange rate misalignment occurs. The market adjusters include 
India; Malaysia; Papua New Guinea; Singapore; and Taipei, China. 
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The forward-looking or aggressive adjusters are countries that under- 
take significant exchange rate adjustments before a serious balance-of-pay- 
ments problem occurs or use the exchange rate purposely as a tool for 
external price competitiveness or internal relative price adjustments. The 
most noteworthy example of an aggressive adjuster is Indonesia; the other 
important forward-looking or aggressive adjusters are the People’s 
Republic of China, Hong Kong, Sri Lanka and Thailand. 

The reluctant adjusters tend to allow their balance-of-payments situa- 
tion to deteriorate to almost a crisis situation before major exchange rate 
adjustments are undertaken. In these countries, foreign exchange control 
measures tend to be introduced or tightened before the major currency 
devaluation. As a result, the black market premium increases before and 
even during the devaluation. Among the reluctant adjusters are the 
Republic of Korea, Pakistan and Philippines. 

Bangladesh belongs to the last type in which a country faces a long 
running foreign exchange market disequilibrium such that foreign ex- 
change or trade control is pervasive, substantial and/or long lasting; as a 
result, the black market premium continues to be high over a long period 
of time. 


Nominal versus Real Exchange Rate Depreciation: 
The Experience of Selected Economies 


The discussions in the previous sections bring out the importance of the 
real exchange rate in economic outwardness and economic restructuring. 
Where there is real exchange rate misalignment (e.g., currency overvalua- 
tion), it is generally agreed that restoring equilibrium through demand 
compression and price reduction is a slow, time-consuming and welfare- 
reducing process. Thus, the first best option is a nominal exchange rate 
change (e.g., depreciation). The policy challenge is to ensure that the nominal 
currency depreciation really leads to a real exchange rate depreciation. Here, 
complementary fiscal and monetary policies and even structural policies are 
critical. In looking at the impact of macroeconomic policies on the real 
exchange rate, focus is given in the discussion below on a number of devalua- 
tion episodes among the selected Asian countries during the period, i.e., on 
the aggressive and reluctant adjusters. Nonetheless, it is also useful to 
briefly consider the experience of the market adjusters. 


Market Adjusters. Taipei, China experienced primarily nominal 
and real exchange rate appreciation during the period (see Table 8). Taipei, 
China’s macroeconomic fundamentals call for it: fiscal surplus and large 
saving surplus and therefore large current account surplus. The currency 
appreciation is needed to minimize the inflationary impact of the burgeon- 
ing international reserves. In effect, the actual real exchange rate apprecia- 
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ticn reflects an equilibrium real exchange rate appreciation rather than 
the result of real exchange rate misalignment; it reflects the high saving 
rate and rising real wage rates even in the non-tradable sector. 

The Singapcre dollar largely appreciated in nominal terms; neverthe- 
less, Singapore by and large experienced real exchange rate depreciation 
during the period. Underlying this are the fiscal surplus, prudent govern- 
ment cash management and monetary discipline—indicated by the reduc- 
ticn in the ratio of money supply to gross national product (GNP)—during 
the 1980s, altogether resulting in low inflation rates relative to Singapore's 
irading partners. Nonetheless, by 1990 high saving rates and rising real 
wage rates started to lead effectively into real exchange rate appreciation. 

The relative stability of the Malaysian ringgit and the openness of the 
Malaysian foreign exchange market system stem from very high domestic 
saving effort that at times results in savings surplus. Thus, despite the 
significant government deficits, the deficits could be financed in a non- 
inflationary way from domestic saving. As a result, Malaysia's inflation 
raie has been relatively low compared with its major trading partners. 

Papua New Guinea can largely be considered a market adjuster 
although its foreign exchange market is not as well developed as 
Singapore's or even Malaysia’s. Being a resource-based, export-dependent 
economy, Papua New Guinea's exchange rate and economic growth moved 
procyclically with the current account balance. Thus, the kina depreciated 
when the current account was in deficit and, conversely, it appreciated 
when there was a current account surplus. Similarly, Papua New Guinea's 
economic growth nose-dived when there was a current account deficit. 

India is included among the market adjusters because the government 
tends to adjust the official exchange rate according to the balance-of-pay- 
ments position. The Indian rupee appreciated during 1977-1979 with the 
rise in international reserves, depreciated during 1980—1984 with the drop 
in international reserves, appreciated then depreciated and appreciated 
again during 1985-1987 as the level of international reserves stabilized, 
and depreciated during 1988—1990 as the level of international reserves 
dezlined again. Nonetheless, the Indian rupee depreciated in real terms 
moderately during the entire period. India's economic growth rate was 
moderate, albeit with volatility in part because of the effects of weather. 
The inflation rate was tempered by monetary restraint despite the consid- 
erable fiscal deficit (see Table 9). The large fiscal deficit, financed from 
domestic borrowing (primarily) and foreign borrowing, led to a growing 
domestic debt and raised the foreign debt stock. The debt situation even- 
tually became a major factor for India's payments difficulties in 1991. 


Forward-Looking or Aggressive Adjusters. Thailand undertook 
moderate devaluations of the baht in 1981 and 1984. The devaluations did 
not arise from a significant real exchange rate appreciation in the years 


< 
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Table 9: Selected Macroeconomic Indicators: India 


1976-1980 1981-1984 1985-1987 1988-1989 
Fiscal Policy Indicators (%) 
Central Government Revenue/GNP 12.5 12.5 14.3 14.7 
Central Government Overall Deficit/GNP 5.1 6.4 8.8 7.5 
Domestic Borrowing/Central 
Government Deficit 88.3 91.0 92.2 90.4 
Foreign Borrowing/Central 
Government Deficit 13.0 9.8 8.3 8.9 
Use of Cash Balances/Central ~ 
Government Deficit —1.3 — 0.8 —0.5 1.5 
Net Resource Transfer/Domestic Investment/ 
Domestic Savings Indicators 
Net Resource Transfer ($ billion) 1.1 2.3 5.1 0.7 
Net Resource Transfer on 
Long-term Debt ($ billion) 0.9 1,2 5.3 1.6 
Gross Domestic Capital Formation/GNP (96) 21.9 22.5 23.4 23.9 
Gross Domestic Saving/GNP (90) 22.2 19.3 19.6 21.5 
Net Factor Income from Abroad/GNP (96) —0.1 —0.4 —0.7 —0.6 
Gross National Saving/GNP (%) 22.1 19.0 19.0 20.9 
Monetary Policy Indicators (%) 
M1/GNP ' 16.9 15.2 16.3 16.5 
M2/GNP : 35.5 39.5 45.2 47,2 
Claims on Government Sector/GNP 21.2 24.8 27.1 28.2 
Claims on Private Sector/GNP 1.0 1.7 2.0 2.0 
Claims on Other Financial Institutions/GNP 16.9 15.2 16.3 16.5 
Other Items/GNP -5,9 -1.5 -8.8 9.1 
Exchange Rate, Inflation Rate, Terms of Trade, 
Interest Rate and GDP Growth Rate 
% Change in Exchange Rate —2.8 12.0 1.2 5.0 
Inflation Rate (96) 4.2 10.3 TE 7.8 
Terms of Trade 92.7 94.4 108.6 118.2 
Real Time Deposit Rate (95) 2.6 —2.4 1.0 1.2 
Real GDP Growth Rate (96) 3.6 5.4 5.0 7.4 


Sources: International Monetary Fund, International Financial Statistics (various issues); Asian 
Development Bank, Key Indicators of Developing Asian and Pacific Countries, vol. 20 
(Manila, July 1989), for 1975 and 1978; and Asian Development Bank, Key Indicators of 
Developing Asian and Pacific Countries, vol. 22 (Manila, July 1991), for years 1977-1990. 
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immediately preceding the 1981 devaluation. Rather, they reflect a for- 
ward-looking policy aimed at preventing a possible balance-of-payments 
problem in view of the deterioration in the terms of trade, the rising 
inflation rate due to sharp rise in import costs, the slowdown in export 
growth and the slowdown in the economy. The devaluations helped 
Thailand to maintain, if not improve, its competitiveness especially in the 
Japanese market in the face of the appreciation of the U.S. dollar vis-à-vis 
the yen in the early 1980s. Despite the devaluations of 1981 and 1984, the 
inflation rate during 1981-1984 was lower than that during the 1975-1980 
period, in part because of the tight monetary policy (the ratio of narrow 
money supply M1 to GNP declined) and the easing up of the rise in import 
costs (see Table 10). The inflation rate further declined during the 1985— 
1990 post-devaluation period as the fiscal situation improved drastically, 
monetary discipline continued despite the credit ease (i.e., broad money 
supply M2 to GNP rose significantly), and the domestic saving rate in- 
creased substantially as the deposit interest rate remained at a robust 
positive level. The success of Thailand in exchange rate and macroeconomic 
management during the crucial 1981—1984 period made it the favorite 
Japanese investment destination in the ASEAN after the Plaza Accord. As 
a result, the Thai economy has taken off with high and accelerating growth 
rate in recent years. 

Hong Kong can be considered as primarily an aggressive adjuster 
during the 1975—1990 period (see Table 11). The depreciation of the Hong 
Kong dollar during 1978-1983 enabled it not only to reverse but also to 
improve its declining price competitiveness in the face of rising domestic 
prices and the appreciation of the U.S. dollar. Among the NIEs, Hong Kong 
registered the largest exchange rate depreciation during the early 1980s 
relative to 1975. Nonetheless, as the fiscal surplus built up and the saving 
surplus widened, Hong Kong eventually succumbed to exchange rate ap- 
preciation as the 1980s drew to a close. In the face of rising wages, Hong 
Kong, which has been very dependent on labor-intensive light manufactures 
and services, may have found it difficult to adjust internally to the real 
exchange rate appreciation because its growth rate faltered severely during 
the 1989—1990 period. Unlike the Republic of Korea and Taipei, China, Hong 
Kong has relied more on a major relocation of its light manufacturing 
facilities instead of moving aggressively up the technology ladder; 
Guangdong in the People's Republic of China is generally considered to be 
primarily the new production base of Hong Kong for light manufactures. 

Indonesia is the most noteworthy example of an aggressive adjuster 
among the Asian economies. During the 1975—1990 period, it undertook two 
major devaluation episodes—the 1978 and the 1983-1986 devaluations. Each 
episode is unique and deserves to be discussed separately (see Table 12). 

A major reason for the 1978 rupiah devaluation was to provide protec- 
tion, however temporary, to the non-oil tradable sector (especially the 
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Table 10: Selected Macroeconomic Indicators: Thailand 


1976-1980 1981-1984 1985-1990 


Fiscal Policy Indicators (^0) 


Central Government Current Revenue/GNP 13.7 15.2 17.4 
Central Government Overall Deficit/GNP 3.0 3.7 0.4 
Domestic Borrowing/Central 

Government Deficit? 100.5 99.9 81.9 
Foreign Borrowing/Central 

Government Deficit? -3.4 -0.4 2.7 
Use of Cash Balances/Central 

Government Deficit? 2.9 0.5 15.4 


Net Resource Transfer/Domestic Investment/ 
Domestic Savings Indicators 


Net Resource Transfer ($ billion) 1.1 0.6 0.3 
Net Resource Transfer on 

Long-term Debt ($ billion) 0.6 0.5 0.3 
Gross Domestic Capital Formation/GNP (%) 26.7 25.4 27.9 
Gross Domestic Saving/GNP (%) 22.7 22.1 27.7 
Net Factor Income from Abroad/GNP (%) —0.7 -1.3 -1.6 
Gross National Saving/GNP (%) 22.0 20.8 26.1 

Monetary Policy Indicators (99) 

M1/GNP . 11.4 9.5 9.7 
M2/GNP 37.4 47.5 65.8 
Claims on Government Sector/GNP 10.0 14.7 9.9 
Claims on Private Sector/GNP 30.0 39.2 55.5 
Other Items/GNP -12.7 —18.5 —14.1 


Exchange Rate, Inflation Rate, Terms of Trade, 
Interest Rate and GNP Growth Rate 


% Change in Exchange Rate 0.2 7.4 -1.2 
Inflation Rate (26) 9.3 5.2 3.9 
Terms of Trade 130.2 106.7 105.5 
Real Time Deposit Rate (%) —0.3 7.8 6.4—7.0 
Real GNP Growth Rate (96) 7.8 6.1 8.9 


a Negative domestic and foreign borrowings and central government surplus were registered in 
1988 and 1989. 
b 1986 data from International Financial Statistics. 


Sources: Asian Development Bank, Key Indicators of Developing Asian and Pacific Countries, vol. 
20 (Manila, July 1989), for 1975 and 1978; Asian Development Bank, Key Indicators of 
Developing Asian and Pacific Countries, vol. 22 (Manila, July 1991), for years 1977-1990; 
and International Monetary Fund, International Financial Statistics (various issues). 
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Table 11: Selected Macroeconomic Indicators: Hong Kong 


1976-1977 1978-1980 1981-1983 1984-1990 


Fiscal Policy Indicators (%) 
Central Government Current Revenue/GDP 11.7 13.0 13.7 14.2 
Ceatral Government Overall Surplus/GDP 1.7 4.1 0.5 1.9 


Net Resource Transfer/Domestic Investment/ 
Domestic Savings Indicators 


Net Resource Transfer ($ billion) v A -2.7 —0.2 
Net Resource Transfer on 

Long-term Debt ($ billion) " i 0.0 —0.8 
Gross Domestic Capital Formation/GDP (%) 27.8 33.3 31.6 25.1 
Gross Domestic Saving/GDP (496) 31.9 29.6 27.9 31.4 

Moretary Policy Indicators 

M1/GDP 24.9 20.6 19.8 18.9 
M2/GDP 83.0 74.1 101.9 177.8 


Exchange Rate, Inflation Rate, Terms of Trade, 
Interest Rate and GDP Growth Rate 


% Change in Exchange Rate —4.2 3.6 14.9 0.0 
Inflation Rate (%) 4.6 11.1 11.5 6.7 
Terms of Trade 102.5 102.0 100.7 102.1 
Real Time Deposit Rate (40) —0.3 =2.7 —0.2 —0.6 
Real GDP Growth Rate (96) 14.8 10.7 6.3 6.8 


.. = rot available. 


Sources: Asian Development Bank, Key Indicators of Developing Asian and Pacific Countries, vol. 
20 (Manila, July 1989), for 1975 and 1978; Asian Development Bank, Key Indicators of 
Developing Asian and Pacific Countries, vol. 22 (July 1991), for years 1977—1990; and 
International Monetary Fund, International Financial Statistics (various issues). 


import-competing industries) from the contractionary effects of the oil 
boom and real exchange rate appreciation, i.e., the "Dutch disease" effect. 
The real exchange rate appreciation stems from Indonesia's higher infla- 
tion rate given that the rupiah was stable in nominal terms. Increased 
tariffs or quotas would not have been effective because of the prevalence of 
smuggling in Indonesia; hence, the resort to "exchange rate protection".? 
As Table 2 shows, the real exchange rate depreciation in 1978 was substan- 
tiaL Monetary restraint and some price control in selected commodities 
appears not to have held down substantially the inflationary effects of the 
devaluation because of the onset of the second oil price boom of 1979-1980. 


9. P. Warr, "Exchange Rate Protection in Indonesia", Bulletin of Indonesian Economic Studies, vol. 20, 
no. 2 (August 1984), pp. 53-89. 
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Table 12: Selected Macroeconomic Indicators: Indonesia 


1976-1977 1978 1979-1982 1983-1986 1987-1989 


Fiscal Policy Indicators (96) 
Central Government Current 


Revenue/GNP 19.3 19.5 22.6 18.8 17.6 
Central Government Overall Defici/GNP 4.7 4.4 3.5 4.5 5.9 
Domestic Borrowing/Central 

Government Deficit 0.0 0.0 0.0 0.0 0.0 
Foreign Borrowing/Central 

Government Deficit 100.6 100.2 100.2 100.1 100.0 
Use of Cash Balances/Central 

Government Deficit —0.6 ~0.2 -0.2 —0.1 —0.0 


Net Resource Transfer/Domestic Investment; 
Domestic Savings Indicators 


Net Resource Transfer ($ billion) " 0.8 0.6 1.8 0.1 
Net Resource Transfer on 

Long-term Debt ($ billion) 1.5 1.0 0.0 1.9 0.1 
Gross Domestic Capital 

Formation/GNP (95)? 21.1 21.3 22.3 29.0 34.2 
Gross Domestic Saving/GNP (%) 23.2 22.4 25.7 30.2 36.5 
Net Factor Income from Abroad/GNP (%) -3.5 —4.0 -4.1 —4.4 -5.1 
Gross National Saving/GNP (%) 19.8 18.4 21.6 25.8 31.3 

Monetary Policy Indicators (%) 

MI/GNP 10.8 11.4 11.8 10.8 11.4 
M2/GNP 17.8 17.4 18.2 28.4 32.2 
Claims on Government Sector/GNP 5.9 6.6 0.7 =) —0.0 
Claims on Private Sector/GNP 11.3 11.9 11.6 18.2 30.8 
Other Items/GNP —4.0 —8.7 —6.2 —6.0 —11.9 


Exchange Rate, Inflation Rate, Terms of Trade, 
Interest Rate and GNP Growth Rate 


% Change in Exchange Rate 0.0 50.6 2.1 25.5 3.1 
Inflation Rate (%) 15.4 8.1 13.6 8.2 7.5 
Terms of Trade A 2 T 94.4 72.8 
Real Time Deposit Rate (96) —0.4 0.9 —4.6 9.7 10.8 
Real GNP Growth Rate (%) 8.1 7.2 6.6 5.1 6.3 


. = not available. 


a Prior to 1983, this item refers only to gross fixed capital formation. 


Sources: Asian Development Bank, Key Indicators of Developing Asian and Pacific Countries, vol. 
20 (Manila, July 1989), for 1975 and 1978; and Asian Development Bank, Key Indicators 
of Developing Asian and Pacific Countries, vol. 22 (Manila, July 1991), for years 1977— 
1990. 
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As a result, there was a significant erosion during 1979—1981 of the real 
exchange rate effect of the 1978 rupiah devaluation. 

Unlike the 1978 rupiah devaluation which was motivated by protec- 
tionism, the 1983-1986 devaluation was a central element of Indonesia's 
drive towards export-orientation, outwardness and economic liberaliza- 
tion, even though its immediate impulse was the fall in oil prices. 
Indonesia's success at effecting and sustaining a significant real exchange 
rate depreciation during the second devaluation episode stems from the 
accompanying monetary restraint, reliance on foreign funding of the fiscal 
deficit, sharp improvement in domestic saving rate, and positive net 
resource transfers. As Table 12 shows, Indonesia maintained a relatively 
expansionary fiscal policy stance in the sense that the government deficit 
to GNP ratio increased during the devaluation period. (Note, however, that 
with the substantial decline in the government revenue to GNP ratio, there 
was some decline in the government expenditures to GNP ratio despite the 
rise in the fiscal deficit to GNP ratio.) More importantly, the fiscal deficit 
was financed from abroad and the net resource transfers from Indonesia's 
creditors turned significantly positive, thereby allowing the government to 
reduce its debt and/or increase its balances with the Indonesian central 
bark. The improvement of the government's cash balances with the central 
bark contributed to the maintenance of monetary restraint which helped 
dampen the inflationary effects of the rupiah devaluations. Indonesia was 
able to maintain high positive deposit rates which contributed to the 
significant improvement in the domestic saving effort. Despite overall 
monetary constraint, Indonesia was able to vigorously support the credit 
needs of its export sector which helped propel the surge of its non-oil 
exports in the latter 1980s.1? Indonesia's macroeconomic management was 
complemented by major structural reforms particularly in the trade, in- 
dustry and financial sectors. Indonesia's growth rate remained robust 
during the macroeconomic adjustment process, thereby encouraging public 
support for the structural reforms instituted by the government. The 
structural reforms and the success in macroeconomic management have 
impressed foreign investors; as a result, Indonesia is now replicating 
Thailand's success in foreign investments and exports. 

The People's Republic of China 1s considered here among the aggres- 
sive adjusters despite the many years when the black market premium was 
substantial (i.e., higher than 10 per cent), reflecting the use of foreign 
exchange control when payments imbalance occurs (see Table 7). The 
Pecple's Republic of China's managed float expressly considers develop- 
ments in the balance of payments and in the costs and exchange rates of 
its major competitors as bases for the exchange rate of the renminbi. 


10. D. Simandjuntak, M. Pangestu and A. Thahir, "Indonesia", in Export Finance: Some Asian Examples 
(Manila: Asian Development Bank, 1990), pp. 101—138. 
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Indeed, the People’s Republic of China has been successful in effecting a 
significant real exchange rate depreciation during the period. It appears 
that the success of the exchange rate adjustments stems from the produc- 
tivity effects of the economic and political liberalization and opening up 
during much of the 1980s which contributed to low inflation despite sig- 
nificant expansion in the money supply (see Table 13). The reduction in the 
government revenue to GNP ratio in Table 13 reflects the government 
decision to allow public companies to retain more of their earnings, one of 
the key components of the economic and administrative reforms. Table 13 
shows, however, a curious negative relationship between the extent of the 
central government deficit and the inflation rate. That is, as the deficit is 
reduced to nearly zero, the inflation rate accelerates. The reason behind 
this curious negative link is that the attendant larger powers given to state 
enterprises as part of the decentralization program has led to poor control 
over financial and cash management of the whole public sector, including 
the public sector enterprises; as a result, there are unexpected bouts of 
material shortages and inflation.!! Available data, at least those regularly 
monitored by the Asian Development Bank, do not allow us to have a 
detailed look at the complexity of macroeconomic management in the 
People's Republic of China. It is clear, however, that the real exchange rate 
depreciation has contributed to the explosive export growth during the 
1980s. The robust export performance and very high investment rate 
explain in large part the high growth performance of the People's Republic 
of China during much of the 1980s. 

Sri Lanka instituted a major devaluation of the rupee in 1977 and the 
resulting real exchange depreciation was largely maintained by an activist 
exchange rate management through subsequent annual nominal deprecia- 
tions of the rupee since 1980 (see Table 14). However, the Sri Lankan case 
appears to echo the Latin American experience as the macroeconomic 
underpinnings of the Sri Lankan economy remain fragile. The Sri Lankan 
rupee was devalued in 1977 primarily because of low international re- 
serves. The subsequent nominal depreciations were also largely triggered 
by low and variable international reserves. Sri Lanka's inflation rate 
accelerated during the 1980s relative to the mid-1970s. The investment- 
saving gap was substantial during the 1980s resulting in a growing exter- 
nal debt. The government deficit as a ratio of GNP appears high, given the 
overall level of the saving effort. Since the deficit is largely financed at 
home, the government domestic debt must be rising. As the fiscal deficits 
were trimmed down and the investment rate reduced, the growth of the Sri 
Lankan economy faltered although bad weather at times was an important 
determinant considering that Sri Lanka remains primarily agricultural. 
The fragility of the macroeconomic fundamentals and political instability 


11. Asian Development Bank, Asian Development Outlook 1991 (Manila, 1991). 
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Table 13: Selected Macroeconomic Indicators: People's Republic of China 


1977-1979 1980-1983 1984-1986 1987-1988 1989-1990 


Fiscal Policy Indicators (%) 
Central Government Current 


Revenue/NMP 34.8 27.4 25.9 22.9 21.3 
Central Government Overall 

Deficit/NMP 15.6 11.8 9.9 0.7 0.7 
Damestic Borrowing/Central 

Government Deficit 0.0 4.6 7.8 122.3 57.3 
Fcreign Borrowing/Central 

Government Deficit 1.9 10.3 6.3 148.8 171.9 
Use of Cash Balances/Central 

Government Deficit 98.1 85.0 86.0 —171.1 —129.2 


Net Resource Transfer/Domestic Investment/ 
Domestic Savings Indicators 


Net Resource Transfer ($ billion) " 1.0 3.6 7.4 —0.7 
Net Resource Transfer on s 

Long-term Debt ($ billion) > —0.3 8.2 6.6 1.9 
Gross Domestic Capital 

Formation/NMP (%) 34.5 35.4 42.1 43.7 43.4 
Gross Domestic Saving/NMP (%) 35.9 35.7 38.3 41.8 41.8 
Net Factor Income from 

Abroad/NMP (%) M 0.2 0.4 0.1 0.0 
Gross National Saving/NMP (96) E 35.4 38.6 41.7 41.8 

Monetary Policy Indicators (%)* 

MI/NMP 23.2 34.5 43.2 46.0 49.2 
M2/NMP 32.4 46.1 68.0 80.2 91.0 
Claims on Government Sector/NMP 2.7 1.0 0.4 2.3 2.2 
Claims on Private Sector/NMP 62.6 69.8 83.6 95.0 101.6 
Other Items/NMP 11.1 —26.8 —19.1 —20.0 —9.8 


Exchange Rate, Inflation Rate, Terms of Trade, 
Interest Rate and NMP Growth Rate 


% Change in Exchange Rate ~7.3 7.4 24.0 0.0 18.7 
Inflation Rate (%) 1.8 4.2 9.2 18.5 

Terms of Trade 100.5 102.2 98.0 95.4 " 
Real Time Deposit Rate (95) s: 3.0 —3.5 -11.3 11.3 


Real NMP Growth Rate (25) 9.0 8.0 11.6 10.6 4.3 


. = not available. 

NMP = net material product. 

a ae prior to 1985 exclude the rural credit cooperatives and the People’s Construction Bank of 

China. 

Sources: Asian Development Bank, Key Indicators of Developing Asian and Pacific Countries, vol. 
20 (Manila, July 1989), for 1975 and 1978; and Asian Development Bank, Key Indicators 
7 ale Asian and Pacific Countries, vol. 22 (Manila, July 1991), for years 1977— 
1990. 
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Table 14: Selected Macroeconomic Indicators: Sri Lanka 


1976-1977 1978-1979 1980-1983 1984-1988 1989-1990 


Fiscal Policy Indicators (%) 
Central Government Current 


Revenue/GNP 20.4 24.9 18.6 21.6 21.8 
Central Government Overall 

Deficit/GNP 7.6 12:9 14.1 9.8 7.8 
Domestic Borrowing/Central 

Government Deficit 65.7 50.3 61.4 56.8 61.0 
Foreign Borrowing/Central 

(Government Deficit 34.3 49.7 38.6 43.2 39.0 


Net Resource Transfer/Domestic Investment/ 
Domestic Savings Indicators 


Net Resource Transfer ($ billion) 0.1 0.2 0.3 0.3 —0.2 
Net Resource Transfer on 

Long-term Debt ($ billion) 0.1 0.1 0.2 0.3 ~0.0 
Gross Domestic Capital 

Formation/GNP (%) 17.9 23.1 30.9 24.4 22.6 
Gross Domestic Saving/GNP (%) 19.6 18.2 13.4 18.2 11:7 
Net Factor Income from 

Abroad/GNP (96) —0.9 -0.5 —1.9 —2.3 —2.1 
Gross National Saving/GNP (%) 18.7 17.7 11.5 10.9 9.6 


Monetary Policy Indicators (%) 


M1/GNP 16.6 14.8 12.6 12.5 13.4 
M2/GNP 26.4 29.5 32.1 31.2 30.6 
Claims on Government Sector/GNP 15.0 11.8 21.3 16.8 18.9 
Claims on Private Sector/GNP 16.8 21.6 19.4 20.9 20.3 
Other Items/GNP —8.1 ~12.8 —14.3 —11.1 —12.4 


Exchange Rate, Inflation Rate, Terms of Trade, 
Interest Rate and GDP Growth Rate 


% Change in Exchange Rate 45.4 —0.4 12.9 5.7 10.8 
Inflation Rate (%) 1.3 11.4 17.2 9.6 16.5 
Terms of Trade 132.0 126.5 90.5 101.9 82.0 
Real Time Deposit Rate (95) 9.6 3.1 2.5 3.8 ~0.9 
Real GDP Growth Rate (%) 4.1 6.7 5.3 3.7 4.3 


Sources: International Monetary Fund, International Financial Statistics (various issues); Asian 
Development Bank, Key Indicators of Developing Asian and Pacific Countries, vol. 20 
(Manila, July 1989), for 1975 and 1978; and Asian Development Bank, Key Indicators of 
Developing Asian and Pacific Countries, vol. 22 (Manila, July 1991), for years 1977-1990. 
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have prevented Sri Lanka from drawing more foreign investments. As a 
result, Sri Lanka’s aggressive exchange rate stance has not borne positive 
fruit as much as its ASEAN counterparts. 


Reluctant Adjusters. Reluctant adjusters tend to delay the needed 
exchange rate adjustments. Hence, the ensuing macroeconomic adjustment 
pracess tends to be more circumscribed and difficult. Nonetheless, the 
reluctant adjusters have experienced varying degrees of success in trans- 
forming a nominal devaluation into a real exchange rate depreciation. The 
varying degrees of success reflects in part the varied circumstances, avail- 
able options, and political-institutional support that each of the countries 
faced during the devaluation episodes. 

The Republic of Korea is considered as a reluctant adjuster because it 
allowed a significant real exchange rate appreciation and delayed the needed 
exchange rate adjustment during the latter 1970s. Its real exchange rate 
appreciation stemmed from a vigorous private investment binge that saw the 
gross investment to GNP ratio rise from around 26 per cent in 1976 to around 
37 per cent in 1979. Buffeted by the oil price hike of 1979—1980, the Republic 
of Korea’s response to the growing payments imbalance was a belt-tightening 
in 1980 characterized by a won devaluation, reduction in the investment rate, 
tightening of the money supply and an eventual decline in national output 
in 1980. The economy quickly recovered from the 1980 crisis as the fiscal 
deficit was reined in, the investment-saving gap closed, monetary restraint 
continued, inflation rate drastically decelerated, export price competitive- 
ness was regained, productivity improved and trade liberalization ac- 
celerated. The trade deficits of the early 1980s turned into growing trade 
surpluses in the latter 1980s, resulting in the equilibrium real exchange rate 
appreciation of the Korean won (see Table 15). The Republic of Korea's 
success in macroeconomic adjustment, despite being a reluctant adjuster, 
ref ects the inherent strength of its economy. 

Pakistan maintained a fixed exchange rate during the latter 1970s 
until the 1982 devaluation. This was followed by a crawling peg which 
remained throughout the rest of the 1980s. In the run up to the 1982 
devaluation, the black market premium widened reflecting a growing 
foreign exchange constraint and tightening foreign exchange control. Im- 
ports needed licenses, payments for invisibles were subject to quotas, a 
number of import duties were increased, and capital transfers and pur- 
chase of foreign securities almost banned.!? 

Pakistan experienced a slight appreciation in the real exchange rate 
and a growing deterioration in price competitiveness vis-à-vis South Asian 
neighbors before the 1982 devaluation. The impulse for the devaluation 
appears to be the loss in international reserves brought about in part by the 


12. Edwards, op. cit., p. 185. 
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Table 15: Selected Macroeconomic Indicators: Republic of Korea 


1976-1979 
Fiscal Policy Indicators (96) 
Central Government Current Revenue/GNP 16.9 
Central Government Overall Deficit/GNP 1.6 


Domestic Borrowing/Central Government Deficit? 
Foreign Borrowing/Central Government Deficit" 
Use of Cash Balances/Central Government Deficit? 


Net Resource Transfer/Domestic Investment/ 
Domestic Savings Indicators 

Net Resource Transfer ($ billion) 

Net Resource Transfer on 

Long-term Debt ($ billion) 

Gross Domestic Capital Formation/GNP (96) 

Gross Domestic Saving/GNP (96) 

Net Foreign Income from Abroad/GNP (%) 

Gross National Saving/GNP (%) 


Monetary Policy Indicators (46) 
M1/GNP 
M2/GNP 
Claims on Government Sector/GNP 
Claims on Private Sector/GNP 
Other Items/GNP 


Exchange Rate, Inflation Rate, Terms of Trade, 
Interest Rate and GNP Growth Rate 

% Change in Exchange Rate 

Inflation Rate (%) 

Terms of Trade 

Real Time Deposit Rate (%) 

Real GNP Growth Rate (%) 


.. = not available. 


3.4 


1.6 
30.9 
27.1 
—1.5 
25.6 


11.3 
32.2 

1.6 
34.2 
—6.5 


0.0 
14.5 


106.3 


2.2 
10.3 


1980-1985 


18.3 
2.1 


0.3 


0.9 
30.7 
28.1 
—9.8 
24.3 


10.1 
35.9 

3.1 
47.6 
-T.8 


11.2 
10.9 
96.7 
2.5 
6.4 


1986-1990 


a Nodisaggregated data on domestic and foreign borrowings from 1978 to 1984; negative domestic 
borrowing and central government surplus were registered in 1987 and 1988; and negative 
foreign borrowing and central government surplus were registered in 1988. 


Sources: Asian Development Bank, Key Indicators of Developing Asian and Pacific Countries, vol. 
20 (Manila, July 1989), for 1975 and 1978; and Asian Development Bank, Key Indicators 
of Developing Asian and Pacific Countries, vol. 22 (Manila, July 1991), for years 1977— 


1990. 
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deterioration in the external terms of trade. Table 16 indicates that devalua- 
tion and the crawling peg did not disrupt the robust growth of Pakistan’s 
economy; in addition, the inflation rate moderated. Contributing to the low 
inflation rate was the reduction in fiscal deficit and the pursuit of monetary 
restraint. Nonetheless, the magnitude of the fiscal deficit is comparatively 
high which was largely financed by domestic borrowing. Apart from being 


Table 16: Selected Macroeconomic Indicators: Pakistan 


1976-1981 1982-1986 1987-1990 


Fiscal Policy Indicators (46) 


Central Government Revenue/GNP 14.0 15.1 17.6 
Central Government Overall Deficit/GNP 7.8 63 ` 6.7 
Domestic Borrowing/Central Government Deficit 45.5 53.7 56.1 
Foreign Borrowing/Central Government Deficit 41.5 14.4 25.7 
Use of Cash Balances/Central Government Deficit 13.0 31.9 18.2 


Net Resource Transfer/Domestic Investment/ 
Domestic Savings Indicators 


Net Resource Transfer ($ billion) 0.6 0.5 0.6 
Net Resource Transfer on I 
Long-term Debt ($ billion) 0.4 0.8 0.6 
Gross Domestic Capital Formation/GNP (%) 17.4 172 17.9 
Gross Domestic Saving/GNP (%) 8.6 7.7 12.5 
Net Factor Income from Abroad/GNP (%) 5.7 8.1 4.3 
Gross National Saving/GNP (%) 14.3 15.8 16.7 
Monetary Policy Indicators (%) 
M1/GNP 25.6 24.6 27.8 
M2/GNP 37.9 38.3 39.3 
Claims on Government Sector/GNP 20.4 20.2 22.6 
Claims on Private Sector/GNP 22.5 26.4 28.2 
Other Items/GNP —6.2 —7.9 ~9.6 


Exchange Rate, Inflation Rate, Terms of Trade, 
Interest Rate and GDP Growth Rate 


% Change in Exchange Rate 0.0 12.1 6.3 
Inflation Rate (%) 9.3 55 7.6 
Terms of Trade 113.3 106.3 102.5 
Real Time Deposit Rate (%) -0.2 4.7 á 
Real GDP Growth Rate (%) 6.1 6.3 6.1 


. = not available. 


Sources: International Monetary Fund, International Financial Statistics (various issues); Asian 
Development Bank, Key Indicators of Developing Asian and Pacific Countries, vol. 20 
(Manila, July 1989), for 1975 and 1978; and Asian Development Bank, Key Indicators of 
Developing Asian and Pacific Countries, vol. 22 (Manila, July 1991), for years 1977-1990. 
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boosted by the large fiscal deficit, the economy appears to have been favorably 
affected by the positive net resource transfers and, during the 1982-1986 
period, by the significant increase in net factor income from abroad. 

The Philippines is a noteworthy example of a reluctant adjuster. The 
country experienced real exchange rate appreciation during much of the 
1975-1982 period before a major balance-of-payments crisis ensued in 
1983-1984. In addition, the Philippines experienced a more difficult mac- 
roeconomic adjustment process during the 1980s compared with most of 
the Asian countries. The comparatively difficult macroeconomic adjust- 
ment process stems fundamentally from the sharp cutback in external 
credits during 1983-1984 and the negative net resource transfers during 
much of the post-1982 period (see Table 17). As a result, the devaluation 
of the peso was strongly contractionary and inflationary. The investment 
rate dropped drastically, thereby compromising the growth potential of the 
country. Because of the negative net resource transfers, the Philippines 
had to rely on domestic borrowing which resulted in a growing domestic 
debt (primarily short term) and rising domestic debt service. Worried about 
the ballooning domestic debt service, the Philippine government further 
tightened its belt in 1990 resulting in economic slowdown and eventual 
recession in 1991. The negative net resource transfers heightened the 
domestic conflicts over macroeconomic management and structural 
reforms, which led to muddling through in macroeconomie management 
and weak enforcement of policy reforms during 1987—1990. It was only in 
1991 that an internally consistent macroeconomic program, pre-eminently 
for stabilization rather than for growth, was enforced and major trade and 
investment reforms pushed through. It is worth noting that, in contrast to 
the Philippine experience, devaluations in the People's Republic of China, 
India, Indonesia, Republic of Korea, Pakistan, Sri Lanka and Thailand 
benefited from positive net resource transfers; in these countries the 
devaluations did not lead to domestic slowdown in economic growth for the 
most part (except for the Republic of Korea in 1980). 

In summing up, a measure of the effectiveness of a country in trans- 
forming a nominal devaluation into a real exchange rate depreciation is the 
"effectiveness index".!? The effectiveness index is the ratio of the change in 
the real exchange rate to the change in the nominal exchange rate during 
a given period (see Table 18). The index value is generally positive; the 
higher the value is from zero, the more effective is the devaluation. 

Table 18 presents the effectiveness indices of selected devaluation 
episodes. The indices use as base exchange rates the average real bilateral 
rates and the nominal official exchange rates during the two years imme- 
diately preceding the year of the devaluation. As earlier indicated (see 
Table 7), the devaluation episodes are either one-shot devaluations, or a 


13. Ibid. 
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Table 17: Selected Macroeconomic Indicators: Philippines 


1976-1980 1981-1982 1983-1984 1985-1989 1990 


Fiscal Policy Indicators (%) 
Central Government Current 


Revenue/GNP 13.3 11.6 11.4 13.2 15.3 
Central Government 

Overall Deficit/GNP 1.3 4.2 2.0 3.0 1.7 
Domestic Borrowing/Central 

Government Deficit 135.6 68.8 112.0 105.9 —19.6 
Foreign Borrowing/ Central 

Government Deficit 274.1 40.6 46.6 31.8 59.0 
Use of Cash Balances/Central 

Government Deficit —309.7 —9.4 —58.5 -37.8 51.9 


Net Resource Transfer/Domestic Investment/ 
Domestic Savings Indicators 


Net Resource Transfer ($ billion) 2.3 1.3 —2.0 —0.9 0.4 
Net Resource Transfer on 

Long-term Debt ($ billion) 0.8 0.7 0.0 1.0 0.2 
Gross Domestic Capital 

Formation/GNP (99) 30.2 29.8 22.9 15.9 18.1 
Gross Domestic Saving/GNP (90) 24.7 23.6 21.0 17.5 16.1 
Net Factor Income from 

Abroad/GNP (46) —0:3 —1.0 —2.0 —1.2 0.2 
Gross National Saving/GNP (%) 24.4 22.5 19.1 16.3 16.3 

Monetary Policy Indicators (%) 

MI/GNP 9.1 7.4 7.5 7.2 7.9 
M2/GNP 20.9 22.6 23.4 23.2 26.3 
Claims on Government | 

Sector/GNP 5.5 7.0 9.4 5.6 4.2 
Claims on Private Sector/GNP 26.0 29.7 30.3 16.7 18.1 
Other items/GNP —11.0 —8.0 3.5 17.6 16.5 


Exchange Rate, Inflation Rate, Terms of Trade, 
Interest Rate and GNP Growth Rate 


% Change in Exchange Rate 0.3 9.9 46.9 2.6 24.8 
Inflation Rate (%) 11.6 11.6 30.1 10.5 14.8 
Terms of Trade 109.8 95.9 92.5 116.6 109.3 
Real Time Deposit Rate (%) —0.7 1.5 —14.3 3.2 2.5 
Real GNP Growth Kate (96) 6.3 2.4 —3.0 3.2 3.0 


Sources: Asian Develcpment Bank, Key Indicators of Deueloping Asian and Pacific Countries, vol. 
20 (Manila, July 1989), for 1975 and 1978; and Asian Development Bank, Key Indicators 
of Developing Asian and Pacific Countries, vol. 22 (Manila, July 1991), for years 1977— 
1990. 
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Table 18: Effectiveness Index 


Year of l Year 2 Years 3 Years 4Years 5 Years 
Year Devaluation After After After After After 


Bangladesh ' 1981 0.7 0.6 0.4 0.3 0.3 0.1 
China, People’s Rep. of 1984 1.0 0.7 0.6 0.5 0.3 0.3 
Fiji 1987 0.8 0.4 0.5 0.3 à m 
Hong Kong 1981 0.6 0.5 0.5 0.3 0.3 0.1 
India 1981 0.8 0.6 0.3 0.4 0.3 0.2 
Indonesia 1978 0.9 0.8 0.7 0.7 0.6 0.6 
Indonesia 1983 0.6 0.5 0.4 0.5 0.4 0.4 
Korea, Rep. of 1980 0.5 0.3 0.3 0.3 0.3 0.4 
Papua New Guinea 1982 0.7 0.6 0.6 0.5 0.3 0.0 
Pakistan 1982 0.8 0.8 0.6 0.5 0.5 0.4 
Philippines 1983 0.7 0.3 0.1 0.1 0.1 0.1 
Sri Lanka 1977 Id 1.0 1.1 0.9 0.8 0.7 
Thailand 1981 0.5 0.2 0.0 0.6 0.5 0.3 


.. not available. 
Source: Author's computations. 


devaluation followed by a crawling peg, or a devaluation followed by 
another devaluation two or three years later. 

Table 18 shows that Sri Lanka's 1977 devaluation was the most 
effective among the selected countries in producing a real exchange rate 
depreciation over a long period of time (3-5 years). In contrast, the 
Philippines’ 1983-1984 devaluation episode was the least effective. (The 
real exchange rate effect of Thailand's 1981 devaluation was completely 
wiped out by 1983 before the 1984 devaluation; this article, however, 
considers the 1981 and 1984 devaluations as one 1981-1984 devaluation 
episode.) Table 18 shows the erosion of the real exchange rate effect of the 
devaluations over. time. This stems from wage rate increases and price 
pressures in the non-traded goods sector as the economic growth recovers 
and accelerates after the devaluation episode. The erosion in the effective- 
ness index is not necessarily worrisome. As the Korean experience shows, 
a successful devaluation puts the economy back on track which in an 
inherently dynamic economy leads within a short span of time to accelerat- 
ing growth, current account surpluses and ultimately an equilibrium real 
appreciation of the currency. 
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Concluding Remarks 


The experience of Asian and Pacific developing economies during the 
1975—1990 period brings out the important role of maintaining realistic 
and competitive real exchange rates among countries in facilitating struc- 
tural adjustments in the region consistent with the changing comparative 
advantage among countries across industries. For much of the region, 
maintaining realistic and competitive real exchange rates meant the 
prevention of serious currency overvaluation; for the NIEs, however, it 
meant eventually allowing their currencies to appreciate consistent with 
their growing saving surpluses. 

The experience of the successful exchange rate adjusters in the region 
shows that preventing serious currency overvaluation involves timely 
ncminal currency adjustments and appropriate accompanying fiscal and 
monetary policies. The experience also indicates the importance of continu- 
ing foreign financing, 1.e., positive net resource transfers, for the success 
of the currency adjustments. Where the currency adjustments were timely 
and foreign financing assured, growth-oriented macroeconomic adjustment 
ensued. Where the currency adjustments were delayed and foreign financ- 
ing drastically cut back as in the Philippine case, the macroeconomic 
adjustment process was more difficult, contractionary and took longer 
time. 

Finally, the experience indicates that maintaining a realistic and 
competitive exchange rate must be in conjunction with low trade protection 
(i.e., move toward free trade equilibrium exchange rate) in order to ensure 
sustained growth and vigorous export performance. Countries with realis- 
tic exchange rates and more open trade regimes performed better than 
countries with realistic exchange rates but less open trade regimes. 
Similarly, countries with realistic exchange rates and macroeconomic 
balance (i.e., low fiscal deficits or deficits financiable from high domestic 
saving rate and low inflation) resulting in relatively stable real exchange 
rates performed better than countries with realistic exchange rates but 
with an overhang of macroeconomic imbalance (i.e., large fiscal deficits, 
hizh inflation). Thus, the real exchange rate, to have more positive impact 
on the economy, needs to be complemented with a more open trade and 
industrial regime and a sustained push for prudent fiscal and monetary 
management. 


Lessons from Tax Reforms in the 
Asia-Pacific Region 
Mukul G. Asher* 


economic reforms, including tax reforms, in countries with a wide 

variety of economic systems and income levels. There now appears 
to be a general consensus, particularly among the countries in the Asia- 
Pacific region, concerning broad economic policies to bring about sustained 
economic growth with low to moderate levels of inflation. It centers around 
the need for conservative macroeconomic policies; the importance of build- 
ing external economic linkages through trade, investments and other 
devices; the importance of infrastructure and human resource develop- 
ment; enhancing the capacity of the government and the public sector to 
effectively design and implement policies but in a narrower range of 
activities than earlier; and the concomitant increase in the use of the 
market as an instrument to tackle economic problems. 

This general consensus, nevertheless, conceals a fairly wide range of 
beliefs, policies, and practices, particularly concerning the role of govern- 
ment in the economy. Thus, policymakers in some economies, particularly 
in East and Southeast Asia (with the exception of Hong Kong), have 
exhibited a strong belief in harnessing market forces for national economic 
objectives. They have actively intervened, through fiscal incentives and 
through regulatory and other means, to signal that the national resources 
and energies will be focused to bring about a comparative advantage in a 
particular sector of the economy or at times in a narrowly defined activity 
over a certain period of time. Thus, their belief is not in the market forces 
per se, but in intervention in a market-consistent manner. Some of the 
other countries, for example, South Asian countries, have also been quite 
interventionist. But until very recently they did not emphasize the need to 
achieve international competitiveness in the targeted sectors. Moreover, 
until recently, in contrast to the East and Southeast Asian countries, in 
the South Asian countries rapid economic growth through global linkages 
did not receive almost exclusive emphasis. There are, however, some 
indications that the role of government in some of the economies such as 


T he period since the late 1970s has been characterized by a series of 
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the Republic of Korea is being reduced, and when the intervention does 
occur, general rather than specific instruments are being used. There are 
also indications in South Asian countries of the desirability of using 
markets as an instrument in achieving socioeconomic objectives. 

Any set of reform policies and practices depends on the initial condi- 
tions, political feasibility, and the objectives sought. As is well known, 
however, many policies and practices have consequences which may not be 
intended. This could be due to the effects of detailed provisions designed to 
operationalize a given policy, the manner of their implementation, uncer- 
tainties surrounding the reaction of the economic agents to the actual 
policies and practices, and other factors. Thus, as has been the case in 
Singapore, partial divestment of public sector assets with control, when 
combined with the government budget surplus, could result in increasing 
the role of government rather than reducing it. The manner and terms of 
privatization could generate economic rents and increase rather than 
decrease concentration of economic power. Another example is when selec- 
tive enforcement of tax laws and regulations may significantly alter the 
effects of tax policy reform. 

The size of the government sector, budget deficits, and macroeconomic 
performance also appear to vary widely and do not exhibit any consistent 
relationship. According to Tanzi and Shome: 


.... there seems to be little relationship between fiscal disequilibrium 
and the level of taxation. The country with the highest level of 
taxation (Malaysia) was also the one with the highest fiscal deficit. 
On the other hand, the two countries with the lowest level of taxation 
(Hong Kong and the Philippines) included one of the best and the 
. worse economic performers in the group... The experience from 
developing countries in general also indicates that raising taxes, 
without controlling public spending, may not lead to good results.! 


The above suggests that in spite of the general consensus concerning 
the main planks of economic policies in the countries of the Asia-Pacific 
region, the motivations, contents, directions, process, implications, and the 
pace of reforms are likely to vary among the countries. As demonstrated by 
several studies, this also applies to tax reforms in the Asian and Pacific 
countries.? 


1. V. Tanzi and P. Shome, "The Role of Taxation in the Development of East Asian Economies" (Paper 
presented at the Conference on the Political Economy of Tax Reforms and their Implications for 
Interdependence. 14-16 June 1990, Seoul, Republic of Korea), pp. 39-40. 

2. M.G. Asher, "Tax Reform in East Asian Developing Countries: Motivations, Directions, and Implica- 
tions", Asian Pacific Economic Literature, vol. 3, no. 1 (1989), pp. 39-64; Tanzi and Shome, op. cit.; M. 
Gillis, "Tax Reform: Lessons from Postwar Experience in Developing Nations", in Tax Reform in 
Developing Countries, ed. M. Gillis (Durham: Duke University Press, 1989), pp. 492-520; and W. Thirsk 
and P. Marwick, "Lessons from Tax Reforms: Àn Overview" (Paper presented at the World Bank 
Conference on Tex Policy in Developing Countries, 28-30 March 1990, Washington, D.C.). 
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This article focuses on the lessons which can be drawn from the recent 
tax reforms in the countries of the Asia-Pacific region. Tax reforms may be 
the end-result of work of the group specifically appointed for the task (e.g., 
the Indonesian tax reforms of 1983, for which the task was assigned by the 
government to the Harvard Institute for International Development in 
1981); or it may be a result of a series of changes in the annual budget, the 
cumulative effect of which may be quite substantial (e.g., in India, the 
Republic of Korea and Singapore). In some countries, a private think-tank 
and others may prepare an analysis of the tax system on their own 
initiative, with the government free to accept, reject, or modify the reform 
proposals. Thus, a tax reform group formed by the Malaysian Institute of . 
Economic Research submitted comprehensive tax reform proposals to the 
Malaysian Treasury as a part of the pre-budget dialogue held in mid-1988 
for the 1989 budget.? Regardless of the authorship or the format, tax 
reforms in this article are defined to include those tax measures which have 
significant impact on the tax system. Defined in this way, the meaning of 
the term tax reform comes close to simply major tax changes. Not every 
major change, however, may necessarily improve the tax system. Thus, 
care must be taken in interpreting when the term tax reform is used to 
identify major tax changes and when it 1s used to signify an improvement 
in the tax system. The latter, of course, requires an identification of the 
criteria for a desired tax system and the measurement of the effects of tax 
changes. 

Before lessons can be drawn, it may be useful to examine the motiva- 
tions and the context in which recent tax reforms in the Asian and Pacific 
countries have been carried out and the factors which may necessitate such 
reforms in the near future. This article first examines internal and external 
factors which have necessitated recent tax reforms in the Asian and Pacific 
countries. It then provides only a brief overview of the tax reforms in the 
countries of the region, since several recent excellent overviews of tax 
reforms in countries in the region and those outside it are available.* The 
article then discusses major lessons, both positive and negative, of recent 
tax reforms in the region, including lessons from tax incentive policies 
pursued by a subsample of Asian and Pacific countries. Finally, the article 
provides concluding observations. 


3. Asher, op. cit. 

4. R.P. Hagemann, B.R. Jones and R.B. Montador, "Tax Reform in OECD Countries: Motives, Constraints 
and Practice’, OECD Economic Studies, vol. 10 (1988), pp. 185-226; Gillis, op. cit.; Asher, op. cit.; Y. 
Chimombo, "Tax Reform in Certain Commonwealth Countries", in OECD Taxation and International 
Capital Flows (Paris: Organisation for Economic Co-operation and Development, 1990), pp. 23-26; G.P. 
Jenkins, "Tax Reform: Lessons Learned" (September 1990, Mimeographed); J.A. Kay, "Tax Policy: À 
Survey", The Economic Journal, vol. 100 (March 1990), pp. 18-75; Tanzi and Shome, op. cit.; Thirsk and 
Marwick, op. cit.; M.J. Boskin and C.E. McLure, Jr., eds., World Tax Reform (San Francisco: International 
Centre for Economic Growth, 1990); and A. Bagchi, "Tax Reforms in Developing Countries: Agenda for 
the 1990s", Asian Development Review, vol. 9, no. 2 (1991), pp. 40-72. 
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The Motivations and the Context of Tax Reforms 


While the trend towards tax reform has been evident since the late 
1970s, it has accelerated since the mid-1980s. Thus, between 1984 and 
1990, at least 25 major tax reform exercises were undertaken, and the 
number has grown since then.? Not only have the approach and specific 
recommendations arising from the recent tax reform exercises differed 
from those of the earlier decades, but their similarity suggests the emer- 
gence of a new consensus on at least the broad features of the desirable tax 
system, particularly among the Asian and Pacific countries. 

Immediate motivation and the context for undertaking tax reform do, 
however, vary from country to country. In those countries facing such fiscal 
problems as large and persistent fiscal deficits, high inflation, low levels 
of compliance and administrative efficiency, and excessive reliance on a 
single category of taxes such as on international trade or on excises, the 
immediate motivation and context are fairly obvious. 

There have also been larger factors relating to the shift in perceptions 
about the role of government, to changes in the world economy, including 
globalization of economic activities, and requirements of economic strategy 
adopted by a country at a given time which have provided the motivation 
and the context for tax reform in the Asian and Pacific countries. This is 
elaborated below. 


Changing Perception of the Role of Government. Because of the 
experience in dealing with the Great Depression of the 1930s, and with the 
government-guided economy during World War II, the confidence in the 
government's ability to guide the economy at both the aggregate and 
sectoral levels was high in the postwar period. Lack of a viable domestic 
private sector primarily due to a colonial legacy meant that in the imme- 
diate post-independence period, many countries gaining independence in 
the 1950s and the 1960s opted for significant reliance on the public sector. 
The accumulating evidence of "government failure", the development of the 
domestic business class, and technological developments such as the infor- 
mation revolution have meant a reassessment of the government's role in 
the economy. Ás a result, government policies and fiscal instruments of the 
1960s and the 1970s have not been regarded as appropriate since the late 
1970s or early 1980s. As Lindbeck has noted, increasing market orientation 
requires a shift in the role of government and public finance, from planning 
what economic agents should actually do to planning the physical and 
psychological environment of economic agents. This has led to a re- 


5. Jenkins, op. cit., p. 1. 
6. A. Lindbeck, Public Finance for Market Oriented Developing Countries, Development Research 
Department Report Number DRD 212 (Washington, D.C.: World Bank, January 1987), p. 8. 
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examination of the design and structure of various taxes and of the use of 
fiscal incentives. Even the interventionist, developmental economies such 
as Malaysia; Republic of Korea; Singapore; and Taipei, China are now 
undertaking such a re-examination.’ 


Maintaining International Competitiveness. As is well known, 
countries of Southeast and East Asia have relied heavily on external 
linkages, particularly concerning trade and investment, to bring about 
rapid economic growth. This has made them unusually sensitive to the 
impact of their own and other tax systems on their ability to compete 
internationally. Thus, the tax reforms in the industrial countries such as 
the United Kingdom and the United States which have produced sig- 
nificantly lower nominal rates of individual and corporate income taxes 
have been met with quick appropriate response from these countries. Rapid 
growth and structural change experienced by these countries, in conjunc- 
tion with their beliefin harnessing of market forces for national objectives, 
have also necessitated concomitant changes in the tax structure. Thus tax 
reforms in these countries have been driven by growth and international 
competitiveness considerations. This is in contrast to the relatively static 
equity and efficiency considerations underlying tax reforms in many in- 
dustrial countries. As South Asian countries begin to stress external 
linkages, a re-examination of their tax system would be needed, a process 
which has already begun. Since maintaining international competitiveness 
is a never-ending process, it perhaps explains why tax reform has been 
almost continuous in economies such as Republic of Korea; Singapore; and 
Taipei, China. 


Increasing Acceptance of the Need for Conservative Macro- 
economic Policies. The Asian and Pacific countries have in the main 
pursued fairly conservative macroeconomic policies, particularly compared 
with other regions such as Latin America. This has meant stress on 
domestic resource mobilization of which taxation is an important com- 
ponent. It should, however, be stressed that even in a narrower fiscal sense, 
expenditure reform (in particular shift towards growth-inducing expendi- 
ture on infrastructure and human resource development and a reduction 
in economic rents associated with the expenditure process), greater 
reliance on user charges and cost recovery (though in countries without 
social safety nets, these should be applied with care and sensitivity), and 
reforms of the public sector enterprises, including marketization measures 
where and when appropriate, are also an indispensable part of conservative 
macroeconomic policies. 


7. References to Taipei, China are to the island of Taiwan. 
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The above suggests that any evaluation of the tax system needs to be 
undertaken in a wider context. Indeed, Tanzi and Shome note that tax 
policy is only one element of economic policy and needs to be evaluated in 
a broader context, including monetary, exchange rate, regulatory and other 
policies.? Viewed in this context, even in some of the successful countries, 
"...tax policy would not have deserved particularly high marks if assessed 
in isolation'.? The above is again particularly relevant for South Asian 
countries which have, as noted, begun to emphasize external linkages. 
Since achieving macroeconomic balance has been an important objective, 
many of the tax reform exercises in the Asian and Pacific countries had 
raising of revenue as an important objective. Revenue-raising tax reform 
is a much more complex task than revenue-neutral reforms more charac- 
teristic of the industrial countries. 


Increased Globalization and Regionalization of Economic Ac- 
tivity. The 1980s have witnessed unusually rapid integration of the world 
economies. The surge of Japanese investments since the Plaza Accord on 
revaluation of the yen in August 1985 has had a profound effect on 
Southeast and East Asia, where the regional division of labor is now well 
advanced. Moreover, there are increasing indications that certain seg- 
ments of the labor markets of many countries, including those in Southeast 
and East Asia, are now becoming integrated. This unprecedented globaliza- 
tion and regionalization of economic activity has meant that the estab- 
lished structures for capital and now increasing labor income taxation are 
in urgent need of modification. The present international taxation 
arrangements are governed by the 1977 Model Treaty of the Organisation 
for Economic Co-operation and Development (OECD). As Vann has argued, 
the Model is ".... increasingly inefficient in the sense that it creates biases 
in economic decisions by firms and governments....increasingly irrelevant 
in the sense that it fails to deal with many emerging problems in the 
international tax areas...increasingly inflexible (for most but not all 
countries) because of the extensive bilateral treaty network that it has 
spawned". 10 

Some of the Asian and Pacific economies such as the Republic of Korea; 
Singapore; Taipei, China and to a lesser extent India and Malaysia are now 
significant investors in other, particularly Asian, countries. This suggests 
a need to streamline the taxation of income earned abroad but remitted 
home. The need to attract back the previous flight of capital has also 
necessitated tax reforms in several countries. 


8. Tanzi and Shome, op. cit., p. 37. 

9. Ibid, p. 37. 

10. RJ. Vann, “A Model Tax Treaty for the Asian-Pacific Region?", Asian-Pacific Tax Investment 
Research Centre Bulletin, vol. 8, nos. 11—12 (1990), p. 394. 
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During the January 1992 summit in Singapore, the Association of 
South East Asian Nations (ASEAN) decided to increase economic coopera- 
tion through such devices as a limited free trade area to be achieved over 
a 15-year period. This would require concomitant changes in their tax 
systems. i x 

The above suggests that in the immediate future, reform of interna- 
tional taxation will assume greater importance in the tax reform plans of 
the Southeast and East Asian countries. As countries of the South Asian 
Association for Regional Cooperation (SAARC) also begin to focus on nor- 
malizing commercial relations among themselves, and as they expand 
other external linkages, appropriate modifications in their tax systems will 
also be required. 


Demographic Changes and Increasing Affluence. In several 
countries of East and Southeast Asia, demographic changes are bringing 
about rapid ageing of the population. Thus, according to the government 
projections, one out of four persons in Singapore is expected to be above 60 
years of age by the year 2030. This rapid ageing of the population, along 
with longer life spans and increasing affluence, is bringing about demands 
for improved social security, including health care provisions, which are 
likely to have significant implications for government expenditure and for 
the tax systems. Thus, in this subset of economies in the Asian and Pacific 
region, such as the Republic of Korea; Malaysia; Singapore; and Taipei, 
China, the demographic changes will require a response from the 
policymakers which in turn would have an impact on the tax system. At 
present, the major difference in the expenditure levels and structure 
between the East Asian countries, on the one hand, and the industrial 
countries, on the other, is the far greater importance of social security 
transfers in the latter. Revamping of the welfare states in the industrial 
countries, on the one hand, and improved social security system in the East 
and Southeast Asian countries, on the other, are however likely to bring 
about a degree of convergence between the two. This in turn would require 
increase in tax revenue to gross domestic product (GDP) ratios 1n the East 
and Southeast Ásian countries. 

Since many of the countries in the Asian and Pacific region have 
heavily centralized fiscal systems (India is however an example of a 
genuinely federal country), center-state fiscal relations, including the tax 
arrangements between them, have not received much attention. But as 
demands for decentralization of fiscal functions grow due to both efficiency 
and equity reasons, appropriate tax changes will be needed. 


11. The members of SAARC include Bangladesh, Bhutan, India, Maldives, Nepal, Pakistan and Sri 
Lanka. 
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Use of the tax system to tackle environmental degradation, through 
so-called "green taxes", can also be expected to increase with the rising 
concern over the world’s environment and resources. Whether this will give 
to a formal system of taxation by a supra-national body remains to be seen. 

The above discussion suggests that while there is usually an immediate 
motivation and context for undertaking tax reforms in a particular country, 
there are broader factors and forces at work which have had and will have 
significant implications for tax reforms in the Asian and Pacific countries. 


Tax Reforms in the Asia-Pacific Region: 
A Comparative Overview 


As noted earlier, several recent surveys of tax reforms in various 
Asian and Pacific countries are available. This section therefore provides 
onlv a brief comparative overview of the tax reforms and their impact on 
the tax mix and tax structure. 

Specific tax reform measures in Southeast and East Asian countries 
have been guided by pragmatic and tactical considerations. These include 
a priority for conservative macroeconomic policy and for international 
competitiveness; some notion of what has worked elsewhere; and such 
country-specific factors as the capacity of tax administration, history of tax 

reforms, and legal and political constraints. Thus, the tax reform debate 
" has not been in terms of superiority of income versus consumption taxation 
and in terms of abstract notions of fairness and justice. The following 
comment by Gillis, who directed the technical studies leading to the 1983 
tax reforms in Indonesia, is typical: 


..the approach toward tax reform incorporated a fairly syncretic 
blend both of lessons derived from experience elsewhere and from 
previous experience in Indonesia. Moreover, decision-makers were 
wedded io no particular aspects of this approach; as conditions 
changed... accommodating modifications were made in the strategy 
for pursuing reform.12 


The 1983 tax reforms in Indonesia were characterized by ample time 
(about 30 months? for preparing policy options and for drafting of actual 
reform legislation; by inclusion of most of the non-oil tax system (trade 
taxes were not a part of the exercise) and of tax administration, procedures 
and laws within the scope of the tax reforms; extensive use of foreign 
technical experts paid for by the Indonesian government; and a low-key 
approach which precluded contacts with the private sector and other 
relevant bodies. The low key approach in Indonesia contrasts sharply with 


12. M. Gillis, "Micro and Macroeconomics of Tax Reform", Journal of Development Economics, vol. 19, 
no. 3 (1985), p. 231. 
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the vigorous public debate on tax reforms in countries such as India, Hong 
Kong and Malaysia. Indonesia, however, is the only country which has 
completely revamped its tax laws and procedures as a part of tax reform. 
Those countries with excessively complex tax laws and procedures, e.g., 
India and Philippines, may find the Indonesian experience worth studying. 

In the Republic of Korea, the tax reform process has been a continuous 
one, with effective use of outside experts, particularly during the 1948— 
1980 period, but with simultaneous stress on the development of local 
expertise in taxation research. India and Taipei, China have emphasized 
development of local expertise in tax policy. 

In the Philippines, it was the end of the Marcos regime and the 
International Monetary Fund (IMF) and World Bank conditionalities 
which have spurred tax reform. But often, e.g., with respect to value-added 
tax (VAT), reforms have been undertaken without adequate planning and 
preparation, and hence have not met with the desired success. In Singapore 
the 1985 recession acted as a catalyst for tax reforms, though tax and 
incentive regimes in Singapore have been quite activist, and therefore a 
continuing series of changes have been taking place since the late 1970s. 

Some of the South Asian countries such as Pakistan and Sri Lanka 
have also undertaken tax reforms in part to meet the IMF and World Bank 
conditionalities (whether implicit or explicit). Tax reforms announced in 
India's 1992-93 budget have also been partly governed by them.1? 

It is only Indonesia, an oil exporter, that has undertaken comprehen- 
sive tax reform. Moreover, its reform exercise was undertaken in 1981 
when oil prices were near their peak. The others have opted for a piecemeal 
approach, though in many of the countries, cumulative effects of these 
changes have been quite significant. 


Tax Levels. While revenue raising has been an important objective 
in many tax reforms in the Asian and Pacific countries, the levels of 
taxation remain well below those of developed countries. Thus, for the 
1986-1988 period, highest tax revenue as proportion of GDP among In- 
donesia, Republic of Korea, Malaysia, Philippines, Singapore and Thailand 
was 18.3 per cent;!4 while in 1988 the corresponding ratio for the OECD as 
a whole was 38.4 per cent.!? Thus, there is still a wide gap in the tax to 
GDP ratios. As noted, the main difference among the two sets of countries 
is financing of social security and other transfers. Obviously, the way in 
which the East and Southeast Asian countries tackle this problem will have 
an important bearing on the future tax levels. 


13. M.G. Asher, “India’s 1992 Budget: On Course for Market-Consistent Integration with the World 
Economy", Asian Pacific Tax and Investment Research Centre Bulletin, vol. 10, no. 4 (1992), pp. 171-178. 
14. Tanzi and Shome, op. eit., Table 3. 

15. Organisation for Economic Co-operation and Development, Revenue Statistics of Member Countries 
(Paris, 1990). 
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Tax Mix and Structure. The shift in the tax mix desired by 
policymakers has depended on the mix existing at the time of reform. Thus, 
in countries in which taxes on income and profits have been dominant, for 
example, Hong Kong, Malaysia and Singapore, policymakers have sought 
to increase the role of indirect taxes, particularly taxes on goods and 
services. In contrast, countries such as India and the Republic of Korea 
have sought to increase the role of taxes on income, wealth and capital 
gains as their systems have either come to be dominated by indirect taxes, 
or as the concern for equity aspects has increased. 

Lindbeck has argued that, in the developing countries, it is not the 
level but the structure of taxation, subsidies, and tariffs which is a serious 
proslem.!® There are indications that Lindbeck’s view has been accepted 
by policymakers in the Asian and Pacific countries. This is suggested by 
the structural reforms, noted below, and by elimination or drastic reduction 
in selected subsidies (South Asian countries are at present embarking on 
this course, while Southeast Asian countries undertook this during the 
1980s) and in trade taxes. The above can be expected to lead to a reduced 
revenue importance of international trade taxes (barring petroleum and 
some other relatively minor products, export duties have all but disap- 
peared in Southeast Asia, particularly in Malaysia). It is interesting to 
observe that in the Republic of Korea and Taipei, China, export orientation 
was combined with highly restrictive import policies and to a lesser extent 
that is still the case. But given the new international realities, Thailand is 
unlikely to be allowed this luxury to the same extent. A shift from non-tariff 
barriers to tariffs can be expected to increase the revenue importance of 
import duties in Indonesia. As South Asian countries begin to emphasize 
external linkages and international competitiveness, their reliance on 
international trade taxes which is already quite high (30.3 per cent of 
current revenue of the central government in India in 1988, for example) 
will have to be reduced. This, of course, would make the task of tax reform 
even more complex for these countries. 

Among the other tax reform measures, the following may be noted. 

First, there is an increasing acceptance of VAT in the Asian and 
Pacific countries, with Thailand being the latest to introduce it in January 
1992. The VAT in Thailand has a comprehensive base, i.e., up to the retail 
level, and a rate of 7 per cent.!? Except for Hong Kong and oil-rich Brunei, 
all the other countries in the ASEAN and the East Asian newly industrializ- 
ing economies (NIKs) (Republic of Korea and Taipei, China) already have 
such a tax or as with Malaysia and Singapore are planning to introduce it. 
While VAT in Indonesia has been highly revenue productive, in the 


16. Lindbeck, op. cit., p. 25. 
17. D. Pott and S. Siripong, "Features of Thailand’s Value Added Tax”, Asian-Pacific Tax and Investment 
Research Centre Bulletin, vol. 10, no. 1 (1992), p. 30. 
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Republic of Korea and Taipei, China VAT was designed to be essentially 
revenue neutral. It should, however, be noted that VAT is not a panacea, 
and that much careful planning and preparation is needed to make it work. 
Much of the evasion of VAT is due to exaggerated or fraudulent claims for 
refund of input taxes. In designing and implementing VAT, therefore, 
special emphasis needs to be given to this aspect. A 100 per cent checking 
as was attempted by the Republic of Korea for a time may neither be 
feasible nor desirable. For those emphasizing external linkages, VAT is, 
however, likely to be more conducive than an extensive excise system and 
input taxation, as VAT can be designed (mainly through zero rating) to 
exclude input tax burden on exports efficiently. Compared with the retail 
sales tax, VAT is better able to include services in the tax base. This is an 
important advantage as services are income elastic and their share in 
national income is positively related to per capita income. 

Second, there has been considerable reduction in the top marginal 
rates of individual and corporate taxes. In the South Asian countries, the 
highest corporate and personal income tax rates have come down but not 
as drastically as in Southeast Asia and East Asia. Revenue constraints are 
often cited as major barriers in South Asia, but it is doubtful whether top 
nominal rates are translated into effective rates. The corporate income tax 
rates in East Asia are in the 20—35 per cent range, compared with 40—50 
per cent in South Asia.!? Not in all cases have the reduction in rates been 
accompanied by base broadening, particularly in countries with quite 
interventionist incentive regimes such as Malaysia, Singapore and the 
South Asian countries. A rather ad hoc approach to base broadening has 
been adopted by the Republic of Korea and Malaysia which have levied 
minimum taxes on individuals and companies even when they are enjoying 
incentives. At least in the short term, this may be a possible avenue for 
South Asian countries to broaden their base. Care, however, must be taken 
to ensure that the minimum tax does not become a maximum tax. A possible 
objection to the minimum tax is that it implies continuation of fiscal 
incentives. Given their extensive use and the emphasis on harnessing of 
market forces in the Asian and Pacific region, it is unlikely that incentives 
will be abolished. This reality should be taken into account in tax reform 
policies, though rationalization and more conservative use of these incen- 
tives, wherever appropriate, should still be pursued. Indonesia, which did 
eliminate income tax-based incentives (though not others) as a part 
of the 1983 reforms, is reportedly considering their re-introduction, albeit 
selectively. 

Third, the number of individual income tax brackets have also been 
reduced considerably. At present, in most countries, the number of brackets 
is 4 to 6, though in Singapore the number is 14. 


18. Jenkins, op. cit., pp. 14-15. 
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Fourth, there is increasing acceptance of partial integration of com- 
pany and individual income taxes. In some cases, mitigation of double 
taxation of dividends implied by the classical system is underaken through 
the dividend relief measures. 

Fifth, increasingly attention is given to tax administration and com- 
pliance issues. Some countries such as Indonesia, Pakistan and Philippines 
have privatized a major component of customs tax collected by contracting 
it out to a private Swiss firm. Singapore, which does not have severe 
problems of tax administration or compliance, decided to corporatize its 
Inland Revenue Department from 1 April 1992. The main motivation in the 
Singapore case is the need to retain skilled manpower in the tax ad- 
ministration through greater flexibility in the compensation structure 
made possible through corporatization. In many countries, both the rate 
and base structure of various taxes are being examined to enhance ad- 
ministrative efficiency and improve compliance. 

Sixth, there is much greater appreciation of the limited role which tax 
incentives can play in influencing the level and composition of saving and 
investment. 

Seventh, there appears to be a trend towards the individual as the unit 
of income taxation rather than the family. Hong Kong is among the more 
recent to adopt this practice. Increasing female participation in the labor 
force and the need to reduce the high marginal income tax rates implied by 
the joint taxation appear to be the major factors behind this trend. 

Eighth, increasing attention has been given to property and land taxes 
particularly in the Republic of Korea and Taipei, China. This is due to the 
increasing cost of housing and other amenities which has affected the middle 
class. It does appear, however, that the potential of land and property taxes 
has not been fully tapped in most Asian and Pacific economies. 

Ninth, Hong Kong and Singapore have also enacted constitutional 
provisions which would make it very difficult for them to move away from 
‘conservative fiscal policies. In Singapore this has been done through the 
Elected Presidency Law; while in Hong Kong the Basic Law (Articles 107 
and 108) when Hong Kong becomes a Special Administrative Region of the 
People's Republic of China in 1997 which enshrines the balanced budget 
and low taxation provisions.19 


Lessons from Tax Reforms 


The discussion in the previous sections suggests heterogeneity in tax 
reform experiences of various Asian and Pacific countries, though on 


19. For details, see M.G. Asher, "A Comparative Analysis of Tax Reforms in Singapore and Hong Kong", 
Bulletin of International Fiscal Documentation, vol. 46, no. 4 (1992), pp. 181-191. 
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certain specific aspects, such as lowering of the nominal rates of income 
tax and the feasibility of VAT even in relatively low income countries, there 
is strong evidence of a shift in the same direction. This is not surprising as 
initial conditions, immediate objectives and the political economy vary 
among countries. This suggests a strong need to build up indigenous fiscal 
research capability, both within and outside the government, which re- 
quires not only commitment of resources but also provision of necessary 
information and environment to carry out such research. Annual com- 
prehensive publication on taxation as is done in the Republic of Korea and 
Taipei, China which provides a wealth of information on tax policy and 
regulations and statistical data may be worth serious consideration by 
other countries. From such heterogenous experiences, what general lessons 
can be drawn? 

Perhaps it may be useful to begin by noting Harberger’s answer to 
such a question after he surveyed tax reform experiences of Chile, In- 
donesia and Uruguay. He states: 


Taking readers to the inside of the process of tax reform was not 
going to open their eyes to new marvels, nor strike them with 
lightning bolts of new wisdom. Instead it was going to pound home 
incessantly the importance of things we knew about all along: 
(a) clarity of conception in designing a reform, (b) professional- 
level attention to detail in converting that conception into laws, 
regulations, and procedures, and (c) administrative machinery for 
implementing the reform efficiently, fairly, and above all for the long 
run. 


What is noteworthy in Harberger’s conclusion is the importance at- 
tached to clarity in objectives and to administration and compliance. 
aspects. His conclusion, however, is quite general and heavily dependent 
on the political economy within which a particular tax system has to 
operate. Usually, tax policymakers and administrators will have only a 
limited control over the political economy within which they have to 
operate. Thus, for example, in an economy where rent-seeking oppor- 
tunities are widespread and are sanctioned by the prevailing sociopolitical 
norms, it would be surprising if the tax system was also not used to 
generate rents. There is also a question of whether a tax reform should 
center around existing and easily attainable administrative capabilities, 
or should it center around norms of a good tax system, with the tax system 


20. A.C. Harberger, "Lessons of Tax Reform from the Experiences of Uruguay, Indonesia, and Chile", in 
Tax Reform in Developing Countries, ed. M. Gillis (Durham: Duke University Press, 1989), p. 27. 
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left to cope as best as it can with the reformed system. Bird has suggested 
the following answer to this dilemma: 


The key to successful tax reform is to design a tax structure that can 
be administered adequately with the available resources while at 
the same time making the best possible use of those resources from 
a long-term perspective. Tax structure reform and tax administra- 
tion reform must be considered together. What is needed to put this 
principle into effective practice is much closer analysis—and, where 
possible, quantitative assessment—of many aspects of administra- 
tion, such as the internal incentive structure and the operating costs 
of tax system.”! 


This stress on administrative capabilities and feasibility 1s particular- 
ly apt in an increasingly globalized economy where resources and com- 
modities are increasingly mobile. The above also suggests that the tax base 
should be appropriately defined. This implies that when the transactions 
which are subject to tax are more complex and hypothetical, the tax base 
is likely to be less satisfactory.?? While reliance is placed on proxies to 
measure the value of complex transactions, these proxies tend to change 
their meaning once reliance is placed on them for estimating tax liability.?° 
The distinction between agricultural and non-agricultural income applied 
in some countries such as India illustrates Kay's point quite well. Once 
agricultural income is used as a proxy for those deserving tax exemption, 
it changes its meaning. This in turn may retard necessary structural 
transformation. 

The above discussion suggests that an important lesson of tax reforms 
is that tax administration and compliance problems are rarely solved by 
devices such as tax amnesties undertaken in isolation. It is important to 
base tax liability as far as possible on real transactions and keep the tax 
laws and regulations relatively simple, keeping in mind the complexity of 
the economic system. | 

Harberger's conclusion can also be used to draw another lesson. It is 
that objectives of the tax system should be relatively simple and not 
multidimensional. In particular, the consensus underlying recent tax 
policy debates has been that the main objective of the tax system should be 
revenue generation, while redistribution and other goals should be pursued 
through other instruments such as expenditure policy. This is because 
nominal rates which are highly progressive provide sufficient motivation 
for avoiding or evading taxes. While this is the general consensus, care 
must be taken that other areas of fiscal policy or some other policies do 


21. R.M. Bird, Tax Administration and Tax Reform: Reflections on Experience" (Paper presented at the 
World Bank Conference on Tax Policy in Developing Countries, 28-30 March 1990, Washington, D.C.). 
22. Kay, op cit., p. 29. 

25, Ibid. 
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address the equity and social adequacy concerns. While the importance of 
these concerns may be downgraded in the tax system, it should not lead to 
downgrading of these concerns in overall economic and social policies. 
These are legitimate functions of the public finance system in any country, 
particularly in countries where between one third and one half of the 
population may be in absolute poverty and exist largely outside the range 
of market transactions. Particularly for this population, linking of taxes 
(often of the in-kind type) and expenditures could lead to a more equitable 
fiscal system. This, however, may require greater decentralization of fiscal 
functions. While rapid growth for a period may mask the equity and social 
adequacy concerns, sooner or later they do need to be faced, though the tax 
system may still not always be the most effective instrument. In this 
connection, it may be useful to distinguish between reduction in absolute 
poverty and reduction in inequality as measured for example by the Gini 
coefficient. It is more appropriate and effective to use the public finance 
system to address absolute poverty than inequality whose determinants 
are quite complex. 

The tax reform experience of the Asian and Pacific countries suggests 
a strong need to continuously adapt the tax system to changes in economic 
strategy, structure and needs, while keeping basic principles fairly con- 
stant. Extensive external linkages do, at least in the present world environ- 
ment where the concept of “level playing field" is being applied to more and 
more areas, require a reduction in reliance on import duties as a source of 
revenue and a move towards broad-based consumption taxes such as VAT. 
It must be emphasized that continuous adaptation needs to be around 
certain basic principles rather than ad hoc. As South Asian countries seek 
to increase their external linkages, this lesson will be particularly relevant 
to them. 

Economists have usually focused on the technical design issues of 
various taxes. While these are undoubtedly important, a significant lesson 
is that the tax reform is primarily a political exercise. This is because 
"equity is a multidimensional concept and where perceptions are impor- 
tant in governing behavior. Any major reform will produce winners and 
losers and therefore will have significant political implications. Given 
globalization of economic activity, international political economy issues 
are also becoming more relevant. To legislate and then to implement such 
reforms, one either needs to manage the political economy and build a 
majority coalition for the tax reform proposals or operate in a system of 
authoritarian capitalism which insulate technocrats from the traditional 
political processes, assuming that political support for tax reform does exist 
at the highest level. In a more democratic setting, the timing of tax reform 
is thus of crucial importance. Even in democratic countries, however, using 
technocrats to run economic ministries and departments may often prove 
to be conducive to successful economic management, provided political 
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management is not ignored. This is particularly crucial as tax reform is not 
an event but a process. It is particularly difficult to resist pressures to undo 
aspects of tax reform. This is evident from the pressures now being applied 
on the Indonesian policymakers to again introduce selected income tax- 
based incentives. 

It also appears that increasingly taxes, user changes, cost recovery, 
and pricing policies of public enterprises would not only need to be con- 
sidered together but also would need to be linked to particular government 
expenditure or service. Such linking is particularly feasible at the margin 
and at decentralized levels where it can help in more rapid and sustainable 
provision of basic public services. Thus, Bagchi cites the success of the 
Orangi Pilot Project in Karachi, a port city in Pakistan, in inducing 
squatters to contribute funds to set up sanitation facilities and in delineat- 
ing mutually acceptable agreement between the municipal authorities and 
the squatter communities concerning the division of tasks and of financing 
responsibilities, as evidence of the feasibility of such a linkage.*4 

The argument in favor of considering taxes in conjunction with other 
ways of financing does not imply either the desirability or the feasibility of 
extensive earmarking of taxes alone to finance designated governmental 
activities. McCleary has examined this issue and has concluded that 


...earmarking cannot be discarded out of hand, but there are certain- 
ly grounds for skepticism about how well it is likely to work...any 
proposed scheme of earmarking carries its own set of potential 
problem even as it shelters one type of government expenditure from 
competition for funding with another.“ 


Thus, the main case against extensive earmarking of taxes is that it 
will prevent reorientation of expenditure priorities in light of the changing 
needs and circumstances. Earmarking of taxes alone could also prevent 
appropriate changes in the financing mix. 

An important trend in many Asian and Pacific countries is the drastic 
reduction or disappearance of taxes on wealth, except for property taxes. 
Thus, Malaysia abolished estate duties in the 1992 budget, while it does 
not levy net wealth or capital gains (except on real property) taxes. In 
India’s 1992 budget, a distinction has been made between productive and 
unproductive assets for wealth tax purposes. Such assets as shares, 
securities and bank deposits have been declared productive assets, and 
therefore exempted from the wealth tax, while the rate of tax has been 
reduced to a flat rate of 1 per cent and the exemption ceiling has been raised 
substantially. As more countries follow suit, those still retaining taxes on 


24. Bagchi, op. cit., p. 12. 
25. W.McCleary, "The Earmarking of Government Revenue: A Review of Some World Bank Experience", 
The World Bank Research Observer, vol. 6, no. 1 (1991), p. 102. 
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wealth may find themselves at a competitive disadvantage, particularly if 
they are trying to increase external linkages. Usually, it is the 
capital-importing countries which need to adjust their fiscal practices to 
make them compatible with those of the capital-exporting countries. 

The use of withholding at source and development of tax information 
systems, including third party payments, have good potential to be effective 
devices for improving tax administration and compliance. 


The Role of Fiscal Incentives. In general, the fiscal incentive 
regimes in the countries of the Asia and Pacific region have been activist. 
The main lessons from the long experience with the incentive regimes may 
be summarized as follows: 


° If the environment facing the incentive grantors and recipients 
becomes too multidimensional! and less focused (because of trying 
to achieve too many objectives with a given policy instrument, for 
example), then it reduces both the transparency and the account- 
ability of both those providing and those receiving incentives. This 
in turn reduces the weight given to economic efficiency and to 
economic restructuring objectives by the policymakers. This 
strongly suggests that incentives should usually not be open 
ended; they should focus on the performance at the margin. 


° The need for coordinating incentives is strongest in genuinely 
federal countries where fiscal powers are dispersed among dif- 
ferent jurisdictions. The coordination is not only necessary to 
ensure that incentives at different levels do not provide conflicting 
signals or to ensure that their cumulative impact does not grant 
overly generous treatment but also to reduce the transaction costs 
of the process to the economy. These costs, particularly the time 
lags involved, appear to be an important factor in investment 
decisions. The designing of the above types of incentives requires 
developing country-specific and activity-specific criteria for grant- 
ing and for evaluating incentives. This in turn suggests a strong 
need to monitor performance of those who have been granted 
incentives. Both implementation and monitoring are facilitated if 
the incentives have clear and simple focus. There is a need to 
explicitly take measures to address principal agent problems. The 
grantors of incentives act as agents of government, which in turn 
is an agent of the general public. Thus, the incentive structure and 
policy environment needs to not only ensure that grantors act in 
accordance with government's priorities but also that these 
priorities are consistent with the overall public interest. 
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° In addition to the design, implementation and monitoring aspects 
noted above, effectiveness of the incentive regime depends on two 
other aspects. The first is that incentives are more effective when 
they are used essentially as signals for the government’s priorities 
and form only a part of the total business environment necessary 
to make promoted activity profitable in a location or a country 
where such activity is to take place. This signalling aspect is also 
important in use of tax policies for other socioeconomic objectives 
such as controlling populations. This suggests that excessive 
reliance on incentives will not be efficient or effective, and that 
flexibility in implementation and in fine-tuning of incentives is 
necessary. Second, it is essential to manage the political economy, 
involving domestic and foreign businesses, government 
bureaucracy, politicians, and such stakeholders as labor, creditors 
and shareholders, in such a way that the excessive economic rents 
are not generated by the incentive regime. Unless this is done, 
there will be no incentive for striving for dynamic efficiency and 
for moving up the technological and skills ladder by the businesses 
and the workers. Countries where for a variety reasons it is not 
feasible to keep economic rent arising from the incentive regime 
within reasonable bounds, low-nominal rate-broad-base is likely 
to be preferable to an activist incentive regime. As Tanzi and 
Shome put it, '...the effectiveness of the tax incentives may 
depend less on their own characteristics than on the charac- 
teristics of the countries where they are used".28 


° To achieve economic growth, it is necessary to focus on the capacity 
of the country to pursue required policies. If the incentive regime 
is an integral part of the plan to increase the capacity of the 
country to pursue economic growth, then it has a much better 
chance of being effective. Thus, the policymakers need to focus on 
enhancing capacity of the society to achieve growth rather than on 
incentives per se. 


e The incentive regime in each country usually evolves in light of 
the needs and priorities of that country. In spite of the broad 
consensus on major planks of economic policies, incentive regimes 
of various countries have not converged over time. Moreover, given 
the differing needs and priorities and inherent complexity in- 
volved in both defining and valuing of a particular incentive, thus 


26. Tanzi and Shome, op. cit., p. 42. For a broadly similar conclusion, see M.G. Asher et al, Fiscal 
Incentives and Economic Management in Indonesia, Malaysia and Singapore (Singapore: Asian-Pacific 
Tax and Investment Research Centre, 1992). 


142 Asian Development Review 


making enforcement and monitoring of any agreement difficult 
and costly, there is little prospect of any harmonization of tax 
incentives among the Asian and Pacific countries. The main deter- 
minants of the effectiveness of the fiscal incentives regime lie 
within national boundaries, and not in excessive intercountry 
competition. 


Other Areas. An analysis of fiscal reform experiences in the Asian 
and Pacific countries suggests that the issues surrounding appropriate 
division of fiscal functions and power between.various jurisdictions and 
those surrounding international aspects of taxation, particularly whether 
the current arrangements largely based on the OECD Model Treaty of 1977 
are adequate, have been relatively neglected. Both these, however, are 
likely to become more important in the 1990s. Therefore, greater attention 
may need to be given to them in future tax reforms. 

It also appears that there has been a relative dearth of rigorous 
studies evaluating tax reforms, particularly the effects other than those on 
government revenue. To accomplish this, there is a strong need to develop 
indigenous research capability and for provision of relevant information 
and environment. An important type of information which the tax 
authorities may consider developing concerns micro data sets. Such sets 
are especially necessary to understand the incidence of indirect, taxes, and 
this in turn will greatly aid both the design and post-reform evaluation 
studies of these taxes. 

The discussion of lessons from tax reform in this section is in broad 
agreement with a composite and stylized depiction of successful tax reform 
elements by Thirsk and Marwick: | 


.. successful tax reforms have a number of common elements: they 
have a clear perception of the problems that perplex the pre-reform 
tax system and a well thought out program of action; they enjoy the ` 
support of major policymakers’ and technocrats; they are carefully 
and systematically implemented and monitored; they eschew the 
profligate use of tax incentives and instead aim for broader and 
simpler tax bases on which lower marginal rates are imposed; they 
not only avoid raising taxes on the poor but make some effort to 
reduce tax burdens on this group; they refrain from making proce- 
dural demands which overwhelm tax administration capacities 
while investing more resources in training and upgrading the level 
of administrative performance; they pay attention to interactions 
among different components of the tax system and do not neglect the 
importance of revenue adequacy; they rely primarily, if not ex- 
clusively, on tax measures which are directly targetted to the objec- 
tives which they are intended to achieve; they emphasize the 
importance of horizontal equity, neutrality, and simplicity, and they 
recognize that accepting a state of crude justice in taxation and 
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avoiding fine-tuning is better than seeking some unattainable goal 
of perfect justice. 


This is indeed a tall order, but it illustrates why tax reform should be 
regarded as a process and the importance of managing the political 
economy of tax reform. 


Concluding Observations 


The analysis in this article has indicated that inspite of the consensus 
which has emerged on broad planks of economic policies, tax reform policies 
tend to vary widely. This is the case with respect to tax levels, tax mix, tax 
structure, role of fiscal incentives, and tax administration and compliance. 
The correlation between a particular tax policy aspect, e.g., lower tax to 
GDP ratio, or whether the fiscal incentive regime is activist or not, and 
economic performance is not strong. Nevertheless, it is clear that tax 
reform is not a one-time event but a process which requires constant 
monitoring. 

While technical design issues are important, tax reform is a political act 
and therefore political economy has a crucial bearing on its impact. The adage 
that in tax matters think and observe globally but act on the basis of local 
conditions has a lot of merit. While the decentralization of fiscal functions 
and international taxation have been relatively neglected, they are likely to 
become quite important during the rest of this decade. The importance of 
developing indigenous research capability in fiscal matters and providing 
relevant information and environment cannot be overemphasized. There is 
a need to develop micro data sets to analyze incidence implications of 
alternative sets of indirect taxes and to make tax policy less bound to 
preconceived notions. As indirect taxes predominate in the revenue structure 
of many Asian and Pacific countries, both the design and post-reform evalua- 
tior studies will be greatly aided as a result. There is also much greater need 
to understand issues surrounding decentralization of fiscal functions and 
those surrounding international aspects of taxation. 


27. Thirsk and Marwick, op. cit., p. 41. 
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in the agenda of many governments. In developing countries alone, 

there have been over 100 identifiable attempts at major tax reform 
since the mid-1940s.! The pace of reforms, particularly in developing 
countries, has accelerated in recent years mainly due to the increasing 
realization of the need to make the tax systems simpler, more transparent, 
less distorting and broad based. Although the directions for reforming taxes 
and the success of tax reforms depend upon the particular country situa- 
tion, the analysis of the experiences can immensely help in formulating 
appropriate strategies to raise the required revenues in an efficient and 
equitable manner. 

This article attempts to summarize the important lessons of reform of 
indirect taxes, particularly those relevant to developing countries. It first 
outlines the objectives and motivations for reforming indirect taxes and 
sets out the major issues. It then summarizes the special features of 
developing countries and their implications on the structure of indirect 
taxes and highlights the major lessons of tax reform. Finally, the article 
discusses some selected issues on the reform of indirect taxes requiring 
greater attention. 





T ax reform is almost universal and it has taken a prominent place 


Structure of Taxes and Trends in 
Tax Reform in Developing Countries 


Tax Reforms in Developing Countries. The level and structure of 
taxes in developing countries has been a subject matter of a number of 
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studies.* Although wide variations are seen in both the level and structure 
of taxes among developing countries, it is possible to infer some broad 
general characteristics. On the level of taxation, two important inferences 
are notable. First, a number of factors other than per capita income such 
as urbanization, monetization, relative importance of the primary sector 
anc openness of the economy determine the tax levels.? Yet, broadly, 
tax-gross domestic product (GDP) ratios were found to vary with the level 
of per capita incomes. Second, there has been a "ratchet"-like shift in the 
tax ratios over time. In the mid-1960s tax ratios in developing countries 
were less than 10 per cent of GDP. However, by the late 1980s tax revenues 
constituted almost a fifth of GDP. f 

In regard to the structure of taxes in developing countries, the 
predominance of indirect taxes is notable. Revenue from these taxes con- 
stitutes almost 60 per cent of total tax revenue. While the shares of 
domestic and international trade taxes are broadly the same for the 
developing countries as a whole, the latter is the most important source of 
revenue for the countries with per capita income below $350. It is also seen 
that the substitutability between domestic and international trade taxes is 
significant, and as the economy develops, the former is increasingly sub- 
stituted for the latter. However, even in countries where domestic indirect 
taxəs predominate, the coverage is very narrow as the commodity taxes 
extend mostly up to manufacturing or at best, wholesale levels and services 
do not get included at all. It is therefore not very uncommon to see 
relatively high nominal rates imposed to collect the required revenues. 


Objectives of Tax Reform. The major motivation for undertaking 
tax reform exercises has been the large and growing fiscal deficits, par- 
ticularly the current account budgetary deficits in developing countries. 
Given that correcting fiscal imbalances is at the heart of macroeconomic 
management of the economies, and given further the difficulties in cutting 
down expenditures to the extent needed to achieve the balance, tax reform 
exercises have had to be undertaken to raise additional revenues. Some- 
times, particularly when a severe fiscal crisis is faced, ad hoc tax reforms 
without sufficient preparation are undertaken mainly to raise larger 
revenues in the immediate context, but such reforms may not improve the 
long-run productivity of the tax system. The objective of tax reform is to 
enkance the built-in flexibility of the tax system so that the need for 
periodic discretionary changes to raise larger revenues is minimized. 


2. Forarecent review of structures in developing countries, see Vito Tanzi, "Quantitative Characteristics 
of the Tax System in Developing Countries", in The Theory of Taxation for Developing Countries, ed. 
David Newbery and Nicholas Stern (New York: Oxford University Press, 1987). 

3. R.J. Chelliah, H.J. Baas and M.R. Kelly, "Tax Ratios and Tax Effort in Developing Countries, 
. 1969-71", International Monetary Fund Staff Papers, vol. 22 (1975). 
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However, improving long-run revenue productivity is not the only 
motivating factor for tax reform. The perception that the tax system was 
unfair, unduly complicated and distorting had also been an important 
reason for tax reforms. The narrow coverage of the tax violates horizontal 
equity. The plethora of exemptions and concessions give rise to serious 
loopholes and unduly complicate the tax laws. This has necessitated the 
“levelling of the play field" in order to simplify the tax systems and correct 
distortions in relative prices to make the tax system growth oriented and 
growth responsive.‘ In particular, the shift in emphasis in recent years 
from planning for growth to increasing efficiency has necessitated a 
thorough reappraisal of the tax structures. 

Another important objective of tax reform is equity. Traditionally, the 
tax system was designed to ensure vertical equity or to level down the 
incomes of the rich. The distortionary effects of high marginal tax rates 
and the high degree of evasion and avoidance in the tax structures arising 
from complicated structures, which most developing countries are ill- 
equipped to administer, has shifted the focus of equity to ensuring horizon- 
tal equity. The emphasis in recent years is to collect larger revenues 
through broadly uniform taxes and use them towards poverty alleviation 
through the spending policies. This levelling-up strategy has emphasized 
the need to have simple, uniform (neutral) tax structures which correspond 
to the administering capacities of developing countries.? 


Approaches to Tax Reform: Optimal Theory and "Best Practice" 
Approaches. While tax reforms have gained renewed emphasis, the direc- 
tion of tax reform has continued to be broadly the same. Of course, substan- 
tial progress has been made in building analytical foundations for the 
design and reform of the optimal tax systems with the objective of minimiz- 
ing welfare losses. However, these important analytical contributions on 
optimal tax theory and the attempts to apply the theory to the design and 
reform of tax systems in developing country situations have not made 
appreciable difference to the operational approach to tax reform. This is 
mainly because the data requirements to estimate demand and supply 
elasticities to compute the optimal tax rates have been found to be insur- 
mountable.9 The approach also ignores the administration and compliance 
costs. In short, it provides a few workable guidelines and, therefore, 1s yet 
to wield much influence in shaping actual tax policies.’ On the practical 
plane, therefore, the "best practice" approach continues to be applied. 


4. World Bank, World Development Report 1988 (Washington, D.C., 1988). 
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6. -For a detailed analysis of optimal tax theory and its application to tax reforms in India and Pakistan, 
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According to this, the tax system is made less distortionary by broadening 
the tax base, levying lower and a uniform tax rate, simplifying the struc- 
tures and exempting the taxes on inputs. Similarly, the designing of 
protective duties warranted by efficient production considerations have not 
been found to be easy to apply in practice, and reforms have continued to 
be in the direction of levying lower and less differentiated nominal import 
duties. 


Structure of Indirect Taxes in Developing Countries: 
Major Lessons of Reform 


The analysis of the special characteristics of developing countries is 
helpful to enable a better understanding of the structure of their indirect 
taxes. In this section, an attempt is made to bring out the important special 
characteristics to analyze their role in shaping the structure of indirect 
taxes and to highlight the salient features of tax reform strategies adopted 
in them. 


Special Characteristics of Developing Countries and their Im- 
plication for Tax Structures. The characteristics of the tax structure in 
developing countries and the changes in the structure during the process of 
development have evoked great interest among a number of researchers. A 
recent study analyzes the special characteristics of developing countries and 
draws important inferences on their tax structures and tax policies.® Al- 
though individual countries do differ from one another in economic charac- 
teristics considerably, common broad features of developing countries and 
their implications in tax policies are notable. 

The predominance of the primary sector in developing countries has 
resulted in a large portion of this traditional economy not amenable to 
taxation, mainly due to low productivity and unstable earnings. In 1981, 
for example, the contribution of the agriculture sector to GDP in developing 
countries was 37 per cent, but it had to accommodate almost 70 per cent of 
the population.? This overconcentration on land naturally results in low 
productivity. Besides, in most of these economies, there is no assured 
source of irrigation, and the fortunes of agricultural activity oscillate with 
the vagaries of the monsoon and, therefore, agricultural incomes are highly 
unstable. Further, with the landed elite in these countries wielding a great 
deal of political power, taxing of land or agricultural incomes faces severe 
political difficulties, and hence, often, taxes on this sector are virtually 
confined to marketed surpluses or input purchases. 


8. D. Newbery, "Taxation and Development", in Newbery and Stern, op. cit. "i i5 ox l 
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The existence of dualism in the structure of developing economies 
affects the tax design in two important ways. First, it determines the extent 
to which the transactions of the traditional sector can be taxed and, second, 
the differences in the degree of market penetration determine the extent 
of market segmentation in the economy and the allocative effects of a given 
tax policy are different in the segmented economy. 

The existence of a large traditional sector and the predominance of 
primary production limits the range of tax instruments in developing 
countries. The conceptual and practical difficulties render recovery of 
substantial revenues from personal income taxes infeasible in a 
predominantly traditional economy. At the same time, the attempt by the 
politically powerful groups to shift the tax burden to the unenfranchised 
makes it easier to levy indirect taxes. Thus, as observed earlier, the 
revenue structure of developing countries is dominated by indirect taxes. 
Initially, when domestic production is not very well organized, internation- 
al trade taxes dominate, and gradually with increasing production activity, 
the share of domestic indirect taxes increases. 

The high population growth and low literacy levels present administra- 
tive and political constraints on tax design and reform. Adult literacy rates 
in low-income countries are less than 50 per cent, and the proportion of poor 
people is very large.!? The low literacy levels pose severe difficulties in 
administering an information-based (as opposed to check-post based) system 
of indirect taxes. Given the predominance of indirect taxes, a substantial 
differentiation in nominal tax rates is introduced to make the tax system 
appear progressive. At the same time, the literate, articulate population, 
though non-representative, is an important coalition, and its attempt to 
reduce the tax burden results in lower effective progressivity. 

In general, in developing countries the internal indirect taxes are 
designed not just to raise revenues, but to subserve a number of other 
objectives such as bringing about egalitarian income distribution, resource 
reallocation and regulating consumption of specific commodities. In par- 
ticular, the income distributional objective has received very high weight 
in the design of indirect taxes in many countries, and even here, the 
emphasis has been to adopt a strategy of levelling down or to ameliorate 
relative impoverishment through highly differentiated nominal tax rates— 
albeit, on the basis of policymakers’ judgements regarding income elas- 
ticity of demand for various commodities. This has greatly contributed to 
the complexity in the indirect tax system, and the weak administrative 
apparatus in these countries renders effective enforcement of such taxes 
extremely difficult. In fact, taxes in most developing countries, many a 
time, are hardly designed to conform to conditions prevailing in them.!! 


10. Ibid. 
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Most developing countries have adopted the strategy of centralized 
planning in a mixed economy framework to accelerate economic growth. 
The emphasis has been to enhance public sector investments year after 
year, but this could be achieved only by transferring successively larger 
volumes of savings from the household sector. At the same time, increasing 
public sector outlay is not accompanied by emphasis on efficiency in 
resource use. In the event, the capital-output ratios have shown an increas- 
ing trend and the burden of debt-servicing and inflationary pressures have 
created severe fiscal imbalances in the current account. 

The pressure to finance the ever-increasing consumption and invest- 
ment requirements of the public sector and the difficulties in mobilizing 
resources in a traditional economy have led to the adoption of measures to 
raise revenues at convenient tax points, without much regard to their 
adverse effects on resource allocation in the economy. Given that taxes had 
to be confined to a narrow base for administrative reasons, the required 
revenues could be raised only by levying commodity taxes at very high 
rates. The use of tax instruments to fulfill the objective of equity has 
naturally led to the emergence of archaic commodity tax structures with 
mu.tiple tax rates, generous tax preferences and levy of taxes on inputs, 
outouts and capital goods alike. 

In many of the developing countries, the urge for self-sufficiency, 
attempts to insulate from external shocks and the acute scarcity of foreign 
excaange have led to the adoption of an import-substituting strategy. The 
inward-looking policies such as quotas, restrictions, licenses and high tariff 
barriers have resulted in high and substantially differentiated (mostly 
unintended) rates of effective protection and very high domestic resource 
costs. Generally, such policies have an in-built bias against exports. In 
addition, the real interest rates kept at artificially low levels and relatively 
high wage rates have not only led to capital intensity in production but also 
have encouraged capital flight. The consequence of these has been to 
introduce a high degree of distortion in the production structures. 

The predominance of cottage and small enterprises in manufacturing 
activities in these economies has accentuated administrative difficulties in 
extending the coverage of commodity taxes to them. Further, as these 
enterprises are presumed to be labor-intensive, encouragement to them is 
souzht to be provided by extending tax concessions, thereby not only 
introducing additional complications in the tax systems but also providing 
easy avenues for avoidance and evasion. 

The multilevel decision making in larger developing countries poses 
additional problems. In a federation, when commodity taxes are assigned 
to both the federal (central) and state governments, proper designing ofthe 
indirect tax structure becomes extremely difficult. Both the layers try to 
levy taxes on the same base at various stages, and given the dire need for 
revenues, both levy taxes on inputs as well as outputs, resulting in the loss 
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of transparency and a high degree of cascading. Besides, even when the 
individual units of government act in the best interests of their respective 
citizens, the overall decisions of the government may not be in the best 
interests of all the citizens.!? This is because the subcentral levels of 
government ignore the effects of their decisions on the utility levels of 
non-residents. Such externalities can lead to severe distortions and inequi- 
ties in the economy. 

The issues pertaining to policies on indirect taxes in a multilevel 
decision-making set-up are best illustrated by taking examples from the 
Indian federation. In India taxes on commodities are levied at all the three 
levels of government. The center levies Union excise duties at the manufac- 
turing point, the states levy sales taxes mostly at manufacturing or wholesale 
stages and the urban local bodies in most of the states impose "octroi'—a tax 
on the entry of goods into a local area for consumption, use, or sale. At all the 
three levels, taxes are levied both on inputs and capital goods, each levying 
its tax at several rates.!? To know the total tax burden on any commodity, a 
detailed exercise to estimate effective tax rates using an input-output model 
has to be undertaken.!* At the state level alone, the sales tax is levied 
predominantly at the first point of sale, but on some commodities, tax is 
levied also at wholesale or semi-wholesale stages, and in some states, multi- 
point levy is also prevalent. The number of sales tax rates varies from six in 
Orissa to as many as 17 in Bihar and Gujarat. Besides these, there are 
surcharges on sales tax or additional turnover taxes in many states. 

Distortions arise not merely due to the vertical overlapping of com- 
modity taxes levied at multiple rates; the strategies used by individual 
states to collect more revenue or to attract capital have caused severe 
horizontal overlapping. To maximize revenues, the states attempt to divert 
trade by competing with one another in reducing tax rates. This has 
resulted in a bizarre situation wherein foodgrains are subject to tax while 
consumer durables like color television sets are exempt or are subject to 
lower tax rates. In order to attract manufacturing activity, the states | 
compete with one another in giving generous sales tax incentives. In fact, 
some states give open-ended (without any ceiling) and comprehensive 
(applicable to all industries) schemes of sales tax incentives involving very 
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high tax expenditures, the efficacy of which is doubtful.° Even more 
distortionary is the strategy adopted to export the sales tax burden to the 
residents of other states. As the sales taxes are levied by the exporting 
state, producing states can easily transfer the burden of the tax to the 
consuming states. This is further aided by the fact that in India there is 
actually a tax on interstate sale of commodities and revenue from it accrues 
to the exporting state. As input taxes are not given a set off, exportation of 
the tax burden from the more advanced to the less advanced states is 
actually accentuated. Thus, besides the distortions caused on account of 
hindrance to free movement of goods, the taxation of interstate sale has 
contributed to the accentuation of inter-regional inequity. 


Distortions in the Indirect Tax Structure and Practical Ap- 
proaches to Tax Reform. As the bulk of tax revenues is collected from 
indirect taxes, the thrust of reform in developing countries has been towards 
overhauling the structure of indirect taxes. The structure of taxes as 
described above is broadly characterized by high rates and narrow coverage. 
Severe distortions are caused by a plethora of rates, taxation of inputs, tax 
concessions and preferences, levy on the basis of origin rather than destina- 
tion, externalities on account of interstate tax competition and tax exporta- 
tion and a high and differentiated degree of protection. The archaic and 
inefficient structure of indirect tax is one of the major reasons for the 
manifestation of a very high degree of inefficiency in manufacturing resulting 
in high-cost and low-quality products. At the same time, three very important 
fastors have posed serious constraints on reform in developing countries. 
These are: (i) powerful unrepresentative coalitions; (ii) weak administration; 
ard (ili) virtual absence of an information system necessary for proper 
administration and enforcement of taxes. In fact, given the complexity of the 
tax systems, proper understanding of the prevailing tax structure itself 
requires detailed studies to understand even the initial conditions.19 


Tax Reform Experiences: Important Issues. The analysis of the 
experiences of tax reform undertaken in countries with varied economic 
structures and differing stages of development can be of great help in 
identifying the necessary and sufficient conditions for successful tax 
reforms. Some recent studies provide useful guidance to successful reform 
of indirect taxes in developing countries.!? 
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The best practice approach to successful tax reform is a pragmatic 
combination of theory and the past reform experiences and takes into account 
the administrative, political and information constraints. Generally, the 
reform exercises attempt to make the tax systems more comprehensive, 
simpler, more transparent, less distorting and practicable. Broadening the 
tax base, reducing the tax rates and lowering the rate differentiation of 
internal indirect taxes are common features of tax reforms undertaken in 
recent years. A broader base yields larger revenues and the lower tax rate 
needed to raise the required revenue reduces unintended distortions, ensures 
greater degree of horizontal equity and makes the tax administration 
simpler. The lower tax rate reduces distortions and also lowers returns from 
evasion and avoidance. The reform towards having greater uniformity in 
taxation on commodities or neutrality is presumed to be less distorting 
besides being easier to administer. In fact, the emphasis on neutrality was 
most marked in most of the recent reforms undertaken in Indonesia, Jamaica 
and Bolivia.!® 

One of the major features associated with successful reform measures 
on indirect taxes has been the introduction of value-added tax (VAT).1? Given 
the predominance of indirect taxes in developing countries, the introduction 
of VAT helps to broaden the base by extending taxation to stages beyond 
manufacturing and including some of the services.2° The introduction of 
value-added taxes also helps in reducing the reliance on foreign trade taxes. 
In fact, in over 40 developing countries that have adopted VAT in tax reforms 
programs in the last two decades, adoption of one of the variants of VAT has 
been an important component of reform, and this has considerably improved 
the revenue productivity of the tax systems.?! At the same time, reforms not 
involving VAT have not been very successful.7? In principle, retail sales tax 
may be preferable in some respects, but that option in many developing 
countries is simply not available as the retail establishments are "small, 
informal and unstable", making it difficult to accurately determine the sales 
and enforce the tax.?? Thus, the introduction of value-added taxation has 
been the single most important feature which has raised the revenue produc- 
tivity of tax systems in developing countries. 

A notable feature of reform of indirect taxes in developing countries 
is the emphasis on moving towards a neutral or more uniform tax structure. 


18. Gillis, op. cit. 
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22. The notable exceptions are Hong Kong and Singapore, where a retail sales tax is preferred. See 
Mukul Asher, "Tax Reforms in East Asian Developing Countries: Motivation, Direction and Implications" 
(1988, Mimeographed). 

23. R. A. Musgrave, "Tax Reform in Developing Countries", in Newbery and Stern, op. cit., p. 259. 


Reform of Indirect Taxes in Developing Countries: Selected Issues 153 


This is in contrast to the justification given to a differentiated tax structure 
on the grounds of equity in the past. In an ideal system, for equity purposes, 
basic (unprocessed) food items are exempted, and this alone is expected to 
lift the tax burden off the poorest households substantially. The rest of the 
commodities generally are subject to a uniform tax rate, but sometimes, 
items of luxury consumption are taxed at higher rates or a separate excise 
is levied on such commodities. In fact, there has been a tremendous shift 
in the understanding of the concept of equity itself from levelling down or 
reducing the incomes of the rich to levelling up or enhancing incomes of the 
poor. The latter is achieved better through the expenditure side of the 
budget.*4 

Another important feature of tax reform exercises has been the em- 
phasis on designing import duty purely as a protective instrument and not 
a revenue measure. In general, it is presumed that simplifying the import 
tariff structure by reducing the variance in nominal rates would improve 
efficiency and simplify the administration of tariffs. Attempts have been 
directed to lower the tariffs and export taxes and inculcate outward orien- 
tation to the development strategy.”° 

The primary motivation for tax reform in many countries has been to 
raise revenues to achieve fiscal balances. However, tax reform is not 
necessarily the appropriate solution to deal with the problems of fiscal 
imbalances for various reasons. 

First, experience has shown that reforms have not usually succeeded 
when enacted in response to a crisis, mainly because they have to be well 
thought out, properly planned and administered. 

Second, increase in tax revenues is not necessarily the ideal solution to 
the problem of fiscal imbalances. It is important to consider the alternatives 
of lowering expenditures, increasing user charges and generating higher 
returns from public enterprises. Often, given the political difficulties in 
undertaking the alternative, tax reform is preferred as a softer option, but 
this does not remedy the basic causes of imbalances and therefore cannot be 
successful. For example, when imbalance is mainly due to profligacy in 
spending, unless this is tackled through expenditure reform, the tax revenue 
cannot be enhanced continuously to meet the growing expenditures. 

Third, tax reform is not costless; changing the structure of taxes does 
involve additional administrative, compliance and efficiency costs, and 
unless the benefits from the change are higher than these costs, the reform 
is unviable. Another important matter that can greatly contribute to the 
success of tax reform is its sequencing. In fact, in most successful experien- 
ces such as in Japan (1949-1950), Republic of Korea (1962-1965) and 
Indonesia (1988-1984), in the sequence of policy changes, tax reform was 


24. World Bank, op. cit.; and Gillis, op. cit. 
25. World Bank, op. cit. 
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initiated quite late. In the Republic of Korea, for example, the successful 
financial trade policy reforms during 1963-1965, ensured stability and 
accelerated growth and the confidence thus built up smoothened the way 
for tax reforms in 1966. Indonesian tax reform in 1983-1984 too was last 
in a sequence of structural reforms. 

Finally, tax reform is not merely confined to designing the tax struc- 
tures. Its administration and acceptability to the taxpayers are equally 
important. Strengthening the administration is critical to the successful 
implementation of tax reform. Tax administration should be placed at the 
center rather than at the periphery of reform efforts. Bird goes as far as 
stating that "tax administration is tax policy".26 In fact, many reforms have 
failed because of inadequate attention given to implementation aspects, 
lack of continuity in decision making and overreliance on "quick fixes" on 
tax administration. At the same time, emphasis on administrative aspects 
has played a significant role in ensuring success in the reforms undertaken 
in countries such as Indonesia and Malaysia.?' 


Selected Issues in Tax Design and Tax Reform 


While the growth of analytical literature on the theory of tax reform 
and the practical experiences in several countries over the years have 
helped to identify the directions and preconditions for successful tax 
reforms, a number of issues, at both conceptual and practical levels, have 
remained unclear. Much more work needs to be done to gain a better 
understanding of these areas. In this section, some selected issues requir- 
ing greater emphasis are discussed. 


Optimal Tax Theory and Optimal Tariffs. With greater emphasis 
given to increased efficiency in the allocation of resources and increasing 
awareness of the harm that an inefficient tax system does to an economy, 
the importance of designing the tax structures to minimize welfare losses 
has increased considerably. In fact, the development of tbeories of tax 
design and reform has helped to focus attention on the efficiency issues. 

The analysis of tax reform proceeds by calculating the social marginal 
cost of raising revenues through alternative methods and identifies the 
least-cost method or the measures yielding the largest social gain. From 
this point of view, lump-sum taxes are ideal as they do not interfere with 
the decision of economic agents and also they are simpler to administer. 
However, they may not be acceptable socially and politically and therefore 
a "second best" alternative has to be sought. Revenue from commodity taxes 


26. R.M. Bird, “Administrative Dimension of Tax Reform in Developing Countries", in Gillis, op. cit. 
27. Gillis, op. cit. 
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with minimum efficiency loss can be raised when the tax rates are so chosen 
as to reduce the compensated demand by an identical proportion. This 
implies that, other things being equal, goods with lower price elasticity 
would have to be taxed at higher rates and vice versa. Thus, the optimal 
structure of indirect taxation will not imply uniform taxation.?? 

The rate of differentiation thus designed, however, may not cor- 
respond to the optimal tariffs. Trade theory puts forth a set of nominal 
tariffs intended to minimize distortions in production, and optimal tax 
theory develops rules for minimizing distortions in consumption suggesting 
a different set of tax rates. The divergence between production and con- 
sumption efficiencies can be resolved if indirect taxation is designed only 
to raise revenues and desired protection to domestic industry is accorded 
only through production subsidies. Such a system, however, is extremely 
difficult to operate. Much more work to harmonize the conflicting require- 
ments of production and consumption efficiencies is clearly called for.?? 


Optimal Tax Approach versus the "Best Practice" Approach. As 
mentioned earlier, the structure of taxes required to achieve equi-propor- 
tionate reduction in the compensated demand for commodities is necessarily 
non-uniform. However, the literature has not yet produced operational rules 
and parameters that can be readily understood and applied by policymakers. 
The information required to estimate direct and cross-price elasticities are 
not available even in developed countries. The approach also assumes fric- 
tionless tax administration and compliance. The preference for uniform 
taxation, therefore, is a matter of practicability arising from the operational 
difficulties of designing a complex set of differential tax rates which would 
minimize deadweight losses and spread the tax burden to conform to the 
weights prescribed in the social welfare function. Of course, rate differentia- 
tion is only a necessary, but not a sufficient, condition for optimal taxes. The 
prevailing differentiation in direct taxes, for instance, has been determined, 
at best, arbitrarily, and at worst, "by the politics of tax evasion rather than 
pursuit of efficiency objective" .?9 

The crucial issue, however, is how is uniform taxation any superior to 
the existing arbitrarily differentiated taxes. Clearly, neutral taxes do not 
distort producers' choices and are, therefore, desirable from the efficiency 
point of view, but are not optimal. Then, from the point of view of reducing 
deadweight losses, how can we conclude that uniform taxes are superior to 
even the taxes differentiated on grounds quite unrelated to optimal tax 


28. In addition, for equity considerations, rate differentiation has to be made on the basis of income 
elasticities of demand for commodities. 
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considerations? Then, does the case for neutral taxes lie merely on ad- 
ministrative convenience? Is it a mere presumption that uniform taxes are 
superior to the existing differentiated tax systems? 

In any case, tax reforms undertaken in the near future would have to 
continue the best practice approach of broadening the base, lowering the 
rate, levying the tax at a uniform rate, and avoiding taxes on inputs. But 
it is necessary to emphasize the need to undertake research towards 
evolving more satisfactory tax systems from the point of view of efficiency 
and equity. 


Tax Design and Reform in a Federal Set-Up. Irrespective of which 
approach is preferred, it is important to note that designing a tax system in 
a federal set-up presents a challenging task. Even when the central (federal) 
government and each of the subcentral units act in the best interests of their 
respective residents, it may not maximize a country’s social welfare. This is 
because the externalities created by the strategies adopted by each of the 
subcentral units to transfer the tax burden to non-residents or competing 
with one another to maximize revenue or to attract capital to their jurisdic- 
tions may not only result in severe allocative distortions but also cause seyere 
inequities. While in the aggregate this has to be weighed against the welfare 
improvements resulting from the decentralized provision of public services ` 


conforming to the preference patterns of the residents in different jurisdic- a 


tions, surely, the indirect tax structure thus evolved would violate the norms | 
of both efficiency and equity. 

Interstate tax competition and tax exportation are the two major 
issues faced in all federations. But in developing countries, the problem is 
accentuated if the levy is on the basis of origin rather than destination, 
inputs and capital goods are taxed and sales tax incentives are provided to 
attract capital, either by way of tax holiday or tax deferment. In addition, 
if the constitution permits the levy of tax on interstate sale as in India, the 
system ends up with having several tariff zones within the country, besides 
causing inter-regional resource transfers in inequitable ways. 

One of the major reasons for tax rate differentiation is equity. If the 
objective of equity is pursued at both central and state levels, whose 
perception of equity would prevail? In the literature on fiscal federalism, 
the redistributive role is assigned mainly to the central government be- 
cause potential mobility of labor and capital makes the pursuit of the 
objective by the states ineffective.?! Yet, in actual practice many of the 
states design the sales tax systems to fulfill, among other things, the 
objective of equity. This, as already mentioned, has substantially con- 
tributed to complications in the tax system. 
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Designing an efficient indirect tax structure in a federal set-up is 
rendered difficult when different levels of government separately levy the 
tax broadly on the same base. Levy of Union excise duty on all manufactured 
commodities at the central level and sales taxes at the state level in India 
and Brazil is a case in point. There is virtually no control over the effective 
rate of tax on commodities and as inputs too are taxed, the determination of 
effective tax rates itself becomes a difficult exercise and designing a tax 
system on intended lines becomes virtually impossible. 

As mentioned earlier, in all reform exercises, the introduction of VAT 
has helped to improve revenue productivity considerably. When the power 
to levy sales taxes is vested with the states and when sales taxes actually 
levied are neither general nor are at retail stages, introduction of VAT at 
the state level, unless it is levied on the destination principle or border tax 
adjustment is provided for, can create severe inter-regional inequities. The 
developed federations have resolved this problem in many different ways 
bul do not provide useful lessons to follow. In the United States, for 
example, the federal excise is merely a sumptuary levy and retail sales tax 
is assigned to the states. Indeed, Musgrave prefers the levy of retail sales 
taxes instead of a VAT in federal countries.?? In Canada both federal and 
provincial governments levy commodity taxes. The federal government 
levies the goods and services tax which is a comprehensive valued-added 
tax. The provinces are empowered to levy the retail sales tax. The ex- 
perience of VAT and tax harmonization among different member countries 
in the European Community can, however, be of great value to developing 
federations. But complete tax harmonization may violate the federal prin- 
ciple, and even with this, border tax adjustments may be required.?? 

Thus, in a large federal country, indirect tax reforms call for a good 
deal of coordination among different levels of government. Unless serious 
attempts towards harmonization of policies are made, indirect tax reform 
can turn out to be a futile exercise. Unfortunately, this is an area where 
very little research has been done. 


Taxation of Services. One of the major problems in many develop- 
ing countries is inclusion of services in the tax base. Taxation of services 
is extremely important because: (i) in many of the countries it is the fastest 
growing sector, and revenue productivity of the tax system cannot be 
improved unless it is included; (ii) non-inclusion distorts the relative prices 
in iavor of the sector; and (iii) output of the sector is consumed more by 
relatively richer sections of society and exclusion results in inequity. In 
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many developing countries, even direct taxes cannot satisfactorily be levied 
on the sector, as these are "hard-to-tax" groups. 

The introduction of VAT has helped to incorporate services into the 
tax net considerably. Although in some countries, particularly in the 
Kuropean Community, taxation of services has been integrated with those 
on goods, by and large, the approach is to include the services selectively.*4 
Even in the countries with integrated systems, exemptions are given to 
certain types of services either because they do not represent value added 
(in respect of some financial services), or it is difficult to tax them or it is 
desirable to exempt them in the public interest. Enforcing taxes on services 
is particularly difficult in developing countries even when VAT is levied, 
and therefore, much more work is needed in both designing and evolving 
an appropriate administrative and enforcement machinery. 


Distributional Coalition and Success of Tax Reform. One of the 
crucial issues not very well understood and, therefore, not taken account 
of by economists is the political constraint on tax reform. A major precon- 
dition for a successful tax reform is the coordinated approach by 
economists, administrators and politicians who have to design, implenient 
and explain the reform to the people, respectively. However, the existing 
tax structure itself is the outcome of the policies resulting from the pursuit 
of special interests by distributional coalitions, and there is no reason why 
politicians should be interested in tax reform. In fact, in a developing 
country, tax reform usually means tax increase which enhances opposition 
and may even dim the prospects of successful tax reform.?? However, when 
fiscal imbalances spill over into a severe balance-of-payments crisis, ad- 
justment becomes unavoidable and then, tax reform may even be preferred 
to other more painful adjustment processes. Often, the proper solution to 
fiscal imbalance is to reduce expenditures, but given the sociology of fiscal 
politics, expenditure reduction may be extremely difficult, and the tax 
reform exercise may be carried out as a substitute, sometimes under 
pressure from international lending agencies. Even then, political and 
administrative compulsions may necessitate piecemeal, incremental, 
rather than a principled, comprehensive tax reform. Unless a way is found 
to deal effectively with distributional coalitions, tax reform exercises may 
not meet the desired success. To ensure success, the economic reforms, 
particularly fiscal reforms, must "endogenize" this political constraint, and 
to do so, the operations of distributional coalitions must be understood 
much better. 
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